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WEDNESDAY,  NOVEMBER  10,  1993 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Subcommittee  on  Securities, 

Washington,  DC. 
The  committee  met  at  10:05  a.m.,  in  room  SD-538  of  the  Dirksen 
Senate  Office  Building,  Senator  Christopher  J.  Dodd  (chairman  of 
the  subcommittee)  presiding. 

OPENING  STATEMENT  BY  SENATOR  CHRISTOPHER  J.  DODD 

Senator  Dodd.  The  hearing  will  come  to  order. 

Let  me  welcome  everyone  here.  This  morning,  we  meet  for  the 
purpose  of  considering  a  hearing  on  the  mutual  fund  industry.  I'm 
joined  by  my  colleague,  the  Chairman  of  the  Full  Committee.  Sen- 
ator Bennett  of  Utah  is  here.  He'll  be  coming  back  very  shortly. 
There  was  a  quorum  in  the  Energy  Committee  and  we're  being 
joined  as  I  speak  by  the  distinguished  Ranking  Member  of  this 
committee,  Senator  D'Amato. 

Let  me  thank  all  of  our  witnesses.  Thank  you,  Mr.  Chairman,  Ar- 
thur, for  being  with  us  this  morning.  I  just  have  a  couple  of  min- 
utes of  opening  remarks  I'd  like  to  make  and  then  I'll  turn  to  my 
colleagues  before  we  hear  from  you,  Arthur. 

This  is  an  industry,  a  mutual  funds  industry,  that  is  tremen- 
dously important  to  our  economy.  I'm  stating  the  obvious  to  vir- 
tually everyone  in  this  room  and  most  who  will  be  listening  to  us. 
It's  an  industry  that  has  channeled  trillions  of  dollars  into  Amer- 
ican corporations,  American  cities,  and  American  housing.  This  in- 
dustry has  provided  a  place  for  individuals  who  want  to  participate 
in  the  success  of  our  capital  market  to  put  their  savings  and  retire- 
ment funds. 

One-quarter  of  all  U.S.  households  own  mutual  funds,  almost  40 
million  Americans.  Mutual  funds  are  not  just  investments  for  the 
affluent.  An  estimated  18  percent  of  all  mutual  fund  investors  have 
an  average  annual  income  below  $30,000.  Fifty  percent  have  an  av- 
erage annual  income  below  $50,000. 

This  is  an  industry  with  more  than  4,000  separate  funds,  and 
counting,  by  the  way.  There  are  now  more  mutual  funds  than  there 
are  companies  listed  on  the  New  York  Stock  Exchange  and  new 
funds  are  being  formed  each  and  every  week. 

The  investment  company  industry  is  two-thirds  the  size  of  the 
banking,  thrift  and  credit  union  industries  combined,  with  $2.2  tril- 
lion in  assets  and  growing. 
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Since  the  beginning  of  1992,  an  average  of  $1  billion  of  new 
money  each  business  day  has  flowed  into  mutual  funds.  These  are 
staggering  numbers,  numbers  that  certainly  are  one  of  the  factors 
that  led  us  to  convene  this  hearing  this  morning. 

We  checked  back  in  our  committee  records  and  found  that  this 
is  the  first  hearing  on  the  mutual  fund  industry  held  by  this  com- 
mittee in  more  than  20  years.  That  is  in  part  because  we  usually 
hold  hearings  when  something  has  gone  wrong  or  when  legislation 
clearly  is  needed. 

But  this  industry  has  been  an  extraordinary  success  story.  For 
more  than  50  years  since  the  passage  of  the  Investment  Company 
Act  in  1940,  this  has  been  a  clean  industry  with  a  near  spotless 
record.  We  have  not  seen  the  failures  that  we  saw  in  the  thrift  and 
banking  industries  or  even  in  the  brokerage  industry. 

If  that  is  the  case,  then  to  borrow  half  of  one  phrase  because  I 
think  we  all  know  who  we  are,  let  me  borrow  a  phrase  from  Admi- 
ral Stockdale — why  are  we  here,  in  a  sense,  if  all  that  was  true. 
We're  here  in  part  because  the  regulator  of  this  industry  and  the 
industry  itself  have  said  that  we  ought  to  take  a  look  at  the  situa- 
tion, and  I  think  they're  right. 

SEC  Chairman  Arthur  Levitt  has  pointed  to  the  tremendous 
growth  in  the  industry,  a  1300-percent  increase  in  mutual  fund  as- 
sets since  1980,  and  has  told  us  SEC  resources  simply  have  not 
kept  pace,  and  I  think  all  would  agree  that  that  is  the  case  as  well. 
One  of  the  numbers  most  striking  to  me  is  the  comparison  between 
the  resources  we  commit  to  bank  oversight  and  the  resources  com- 
mitted to  oversight  of  the  mutual  fund  industry. 

As  I  mentioned  earlier  in  these  remarks,  investment  company  as- 
sets are  about  two-thirds  the  size  of  the  banking,  thrift  and  credit 
union  industries  combined.  Yet,  the  SEC  has  only  260  staff  mem- 
bers in  its  investment  management  program,  compared  to  21,000 
staff  available  for  the  oversight  of  banks,  thrifts,  and  credit  unions. 

The  result  of  this  staff  shortage  is  a  limited  SEC  inspection  pro- 
gram. The  SEC  examines  some  of  the  mid-sized  and  smaller  fund 
complexes  only  twice  every  5  years.  Even  the  largest  fund  com- 
plexes receive  limited  annual  inspections,  in  which  only  a  small 
portion  of  the  funds  with  each  complex  are  examined. 

Chairman  Levitt  has  said  these  figures,  and  I  quote  him: 

Show  a  dangerous  shortfall  in  the  commission's  resources  to  oversee  one  of  the 
fastest  growing  and  most  important  segments  of  the  financial  services  industry. 

The  industry  itself  has  also  asked  us  to  look  at  this  issue.  I 
would  observe  that  I've  never  seen  an  industry  so  supportive  of  reg- 
ulation in  the  agency  that  regulates  it.  The  Investment  Company 
Act  is  a  statute  that  can  be  characterized  as  almost  Draconian  in 
specifying  the  capital  structure,  pricing,  and  other  aspects  of  in- 
vestment company  operations.  Yet  it  has  worked  tremendously  well 
and  has  contributed  to  the  high  level  of  investor  confidence  in  this 
industry.  The  industry  agrees  and  is  asking  that  there  be  sufficient 
SEC  staff  to  ensure  that  there  is  compliance  with  the  law. 

So  we're  going  to  examine  this  morning  resources  at  the  SEC  and 
alternatives  to  expanded  SEC  personnel.  We're  also  going  to  look 
at  some  other  questions.  A  major  issue  for  many  is  whether  the  in- 
dustry which  has  performed  so  well  in  a  bull  market  is  prepared 


to  deal  with  a  bear  market.  We  hope  that  does  not  occur,  but  we 
need  to  be  prepared  if  it  does. 

We  need  to  ask,  given  the  limits  of  the  SEC  resources,  what 
steps  the  industry  has  taken  to  beef  up  the  internal  compliance 
systems  of  individual  firms.  I  know  there  are  ongoing  discussions 
between  the  SEC  and  the  industry  on  this  point  and  I  hope  to  talk 
about  that  this  morning  as  well. 

Bank-sponsored  mutual  funds  have  become  the  fastest  growing 
segment  of  the  industry.  I've  raised  this  issue  in  the  past.  I  have 
serious  concerns  about  whether  consumers  really  understand  that 
the  mutual  fund  that  they  have  bought  through  a  bank  is  not  fed- 
erally insured. 

And  let  me  just  mention  as  an  aside  here  that  the  SEC  did  a  sur- 
vey that  they're  releasing,  and  I  imagine,  Arthur,  that  you're  going 
to  talk  about  this  this  morning,  but  it  was  stunning  that  some  66 
percent  of  those  surveyed,  bank  fund  holders  believe  that  money 
market  mutual  funds  sold  through  banks  are  federally  insured,  and 
that  is  a  concern,  that  that  many,  that  high  a  percentage  of  people 
think  that  they're  actually  covered  by  Uncle  Sam.  That,  of  course, 
is  not  the  case. 

We  also  need  to  focus  on  the  increased  amounts  of  retirement 
funds  going  into  regulated  mutual  funds,  as  well  as  into  bank  col- 
lective investment  funds.  The  standard  of  living  for  millions  of 
Americans  in  their  retirement  years  are  tied  to  the  performance  of 
these  investments  today.  In  addition,  we  need  to  talk  about  the 
fairness  and  accuracy  in  the  advertising  and  promotion  of  funds. 
Who  is  watching  over  practices  in  this  area?  Do  investors  have 
enough  information  to  fully  understand  performance  claims? 

Finally,  some  of  the  legislative  proposals  that  have  been  made  in 
the  SEC's  recent  staff  study  of  the  Investment  Company  Act,  we 
hope  to  talk  with  the  SEC  and  the  industry  representatives  this 
morning  about  whether  we  should  proceed  on  those  recommenda- 
tions. 

As  I  said  at  the  beginning  of  these  remarks,  the  mutual  fund  in- 
dustry is  important  to  the  American  economy,  as  well  as  to  individ- 
ual investors.  It  is  absolutely  essential  that  we  maintain  the  integ- 
rity of  this  industry  and  ensure  continued  investor  confidence  so 
that  what  has  been  one  of  the  major  success  stories  of  our  capital 
markets  will  continue  to  be  so. 

I  want  to  thank  again  our  witnesses  for  being  here  this  morning, 
particularly  Chairman  Levitt.  I  know  you  have  had  a  very  busy  4 
months  dealing  with  municipal  securities  and  international  issues 
and  we're  pleased  that  you  could  take  time  to  be  with  us  this  morn- 
ing. 

We  know  the  House  of  course  has  already  held  some  hearings  in 
this  area.  I  talked  with  Congressman  Markey  last  evening.  We're 
going  to  be  meeting  later  today  to  discuss  a  number  of  issues  that 
are  pending  between  the  House  and  the  Senate  unrelated  to  this 
particular  issue,  but  clearly,  we're  going  to  talk  about  this  as  well. 

So  we  thank  you  for  coming  this  morning.  We  thank  our  other 
witnesses  as  well.  And  with  that,  let  me  turn  to  Senator  D'Amato, 
and  then  the  chairman  of  the  committee,  and  Senator  Bond. 


OPENING  COMMENTS  BY  SENATOR  ALFONSE  M.  D'AMATO 

Senator  D'Amato.  Mr.  Chairman,  first  of  all,  I  think  that  this  is 
an  important  first  step.  I  want  to  commend  you  for  convening  this 
hearing.  I'm  going  to  ask  that  my  testimony  be  submitted  as  if  read 
in  its  entirety,  and  welcome  the  SEC  chairman  here  today.  I'm 
going  to  be  anxious  to  hear  what  he  has  to  say  about  mutual  funds 
and  now  we  can  best  deal  with  the  needs  of  the  industry  as  well 
as  the  needs  of  the  Commission.  It  is  critical  that  the  SEC  have 
the  resources  to  do  the  job,  that  those  in  the  industry,  as  well  as 
the  members  of  this  committee,  feel  is  necessary. 

So  we'll  be  looking  to  the  SEC  chairman  for  his  insights  and 
again,  I  commend  Chairman  Dodd  for  being  cognizant  of  this  issue 
before  a  problem  develops.  It's  always  easy  for  Congress  to  rush  in 
afterwards  but  something  different  to  get  ahead  of  the  curve,  and 
indeed,  that's  what  you're  attempting  to  do. 

So  I  commend  you  and  look  forward  to  working  with  you  on  this. 

Senator  Dodd.  Thank  you  very  much.  Senator  Riegle. 

OPENING  STATEMENT  BY  SENATOR  DONALD  W.  RffiGLE,  JR. 

The  Chairman.  Thank  you  very  much,  Chairman  Dodd. 

Let  me  commend  you  for  scheduling  this  hearing  and  for  proceed- 
ing in  this  fashion. 

As  you  have  noted,  the  mutual  fund  industry  is  one  of  the  fast- 
est-growing segments  of  our  entire  financial  services  system.  Since 
1980,  it  has  doubled  in  size  every  4  years  on  average  and  in  recent 
months,  new  inflows  of  funds  have  been  running  at  $1  billion  a 
day,  with  assets  now  exceeding  $2  trillion. 

The  mutual  fund  industry  is  challenging  the  banking  industry  it- 
self for  overall  importance  in  size  to  American  savers  and  inves- 
tors. Approximately  38  million  Americans  now  own  mutual  funds 
and  that  represents  some  27  percent  of  all  American  households, 
and  of  course,  the  number  is  rising. 

The  regulatory  structure  that  governs  the  industry,  however,  was 
set  up  by  the  Investment  Company  Act  of  1940  and  has  scarcely 
changed  over  the  50-year  period  of  time.  In  part,  this  is  because 
the  1940  Act  gives  the  Securities  and  Exchange  Commission  broad 
authority  to  address  new  situations  by  issuing  exemptions. 

So  I  am  pleased  that  the  Commission  and  the  committee  are  re- 
viewing together  whether  changes  to  the  law  are  necessary  to  keep 
up  with  changes  in  the  industry  and  with  its  explosive  growth. 

One  thing  at  least  I  think  is  quite  clear  at  this  point,  and  that 
is  that  SEC  resources  have  not  kept  up  with  the  explosion  in  mu- 
tual funds  and  I  think  that  is  a  serious  problem  that  must  be  cor- 
rected. 

It  turns  out  that  the  industry  is  making,  I  think,  quite  a  sub- 
stantial contribution  in  assessments  for  regulatory  purposes,  but 
only  a  small  part  of  that  is  actually  used  that  way  and  the  rest  of 
the  money  goes  into  the  general  fund  of  the  Government  and  is 
used  for  things  that  have  absolutely  no  relationship  to  mutual 
funds  or  to  the  securities  activity  generally. 

I  think  that  is  a  problem  that  needs  to  be  addressed.  I  can  un- 
derstand why  our  budget  discipline  is  using  those  fees  as  a  way  to 
try  to  offset  other  unrelated  expenses  in  the  Government,  but  I 
think  that's  unwise.  I  don't  think  there's  any  proper  justification 


for  that.  We've  tried  to  change  that  and  fix  that.  It's  difficult  to  do. 
I  think  we  have  to  persist  in  that  effort. 

I  think  it's  important  to  note  that  from  1980  to  1993,  mutual 
fund  assets  increased  by  more  than  ten  times  to  a  figure  of  roughly 
$1.9  trillion.  Over  that  same  time  period,  SEC  staff  personnel  in 
the  mutual  fund  area  has  only  doubled,  to  a  figure  of  some  260  per- 
sons. The  results  in  the  ratio  over  that  period  of  time  is  that,  today, 
roughly  $9  billion  in  assets  would  be  in  effect  sort  of  the  per-capita 
responsibility  of  each  staff  member. 

Chairman  Levitt  today  will  be  testifying  to  this,  on  this  point, 
that  in  his  view,  as  chairman  of  the  SEC,  this  constitutes,  in  his 
word,  "a  serious  shortfall  in  the  Commission's  resources."  I  fully 
agree  with  his  judgment  on  that  point. 

I  want  to  say  in  that  regard  that  I  am  glad  that  the  Investment 
Company  Institute  continues  to  support  the  investment  adviser 
oversight  legislation  which  this  committee  sent  to  the  Full  Senate 
just  a  short  time  ago.  The  bill  will  provide  the  SEC  with  additional 
resources  to  monitor  registered  investment  advisers.  That  does  not, 
however,  reach  the  full-scale  of  the  issue  of  sufficient  direct  funding 
to  fund  the  kind  of  regulatory  oversight  apparatus  that  prudently 
and  wisely  I  think  we  need.  To  the  industry's  credit,  they  them- 
selves want  it,  have  asked  for  it,  are  paying  for  it,  and  ought  to 
be  getting  it. 

Among  the  other  issues  that  I  think  we  should  explore  today  are 
whether  bank  customers  are  being  provided  information  adequate 
to  allow  them  to  distinguish  between  FDIC-insured  deposits,  on  the 
one  hand,  and  nonfederally  insured  mutual  fund  savings-type  pack- 
ages on  the  other  hand. 

Also,  whether  individuals  investing  in  mutual  funds  through 
their  pension  plans  receive  adequate  disclosure.  And  then  how  the 
mutual  fund  industry  as  a  whole  is  positioned  to  respond  to  vola- 
tility in  the  market  place  when  those  occasions  arise. 

So  I  think  we're  very  fortunate  to  have  the  chairman  of  the  SEC 
here  with  us  this  morning,  as  well  as  several  important  representa- 
tives of  the  industry,  and  I  look  forward  to  their  testimony. 

I  might  say,  Mr.  Chairman,  that  we're  going  to  be  getting  a  brief- 
ing a  little  later  in  the  morning  from  the  Defense  Department  on 
the  Gulf  War  Syndrome  and  the  possible  impact  of  the  use  of  chem- 
ical weapons  in  that  war  as  a  cause  for  some  of  the  terrible  health 
effects  we're  seeing.  I'm  very  much  involved  in  that  issue,  so  I  will 
have  to  excuse  myself  at  a  point  for  that  purpose. 

Senator  Dodd.  Thank  you  very  much. 

Senator  Bond. 

OPENING  STATEMENT  BY  SENATOR  CHRISTOPHER  S.  BOND 

Senator  Bond.  Mr.  Chairman,  I  thank  you  for  holding  this  hear- 
ing today  on  the  oversight  of  mutual  funds.  It's  a  pleasure  to  wel- 
come the  chairman  and  the  other  panel  of  distinguished  witnesses. 

You,  Mr.  Chairman,  have  given  us  a  very  helpful  overview  of  the 
mutual  fund  industry  nationally.  I  would  say  that  in  my  State  of 
Missouri,  there  are  some  929,740  shareholders  with  $32.2  billion 
invested  in  mutual  funds.  These  numbers,  as  I  see  the  audience 
smiling,  are  growing  every  day. 


We  have  a  growth  in  employment  in  mutual  fund  activities  in  my 
State.  We  know  that  the  increase  in  savings  and  investment 
through  mutual  funds  helps  our  economy  to  grow  stronger  every 
day.  I  believe  that  one  of  the  greatest  advantages  of  the  mutual 
funds  is  that  the  mutual  fund  industry  is  an  instrument  of  eco- 
nomic democracy.  It  permits  popular  participation  in  investment 
opportunities  heretofore  available  primarily  only  for  the  very 
wealthy. 

We  in  the  U.S.  Senate  have  access  to  investments  in  mutual 
funds  through  our  thrift  savings  plans.  All  Senate  employees  have 
an  opportunity  to  become  participants  in  making  investments 
through  that  mechanism. 

However,  with  the  fast  growth  in  the  industry  have  come  some 
growing  pains,  as  has  been  noted  here  already.  It's  become  difficult 
for  the  regulatory  agency,  the  SEC,  to  keep  up  with  the  growth  and 
I  hope,  Mr.  Chairman,  that  we  can  work  on  a  bipartisan  basis,  on 
a  bicameral  basis,  and  with  the  administration  to  give  the  SEC  the 
added  resources  it  needs  to  continue  its  diligent  oversight  of  this 
fast-  expanding  industry. 

I'm  also  concerned  about  another  growing  pain.  I  believe  that  we 
have  to  make  sure  that  investors  realize  that  when  they  buy  mu- 
tual fund  shares  through  banks,  that  their  money  is  not  backed  by 
the  full  faith  and  credit  of  the  U.S.  Government.  We  need  to  be 
careful  as  we  do  so,  however,  to  do  this  without  putting  too  much 
of  a  burden  on  the  banks  and  making  those  investment  decisions 
inaccessible. 

I  understand  the  Federal  bank  regulatory  agencies  have  issued 
guidelines  to  deal  with  the  problem  and  I  would  be  interested  to 
get  a  reaction  particularly  from  the  chairman  and  the  other  wit- 
nesses as  to  how  effective  they  feel  these  guidelines  will  be,  as  well 
as  their  reaction  to  questions  concerning  other  investor  protections. 

With  respect  to  the  question  about  advertising  and  disclosure  for 
mutual  funds,  I  think  that  we  could  do  a  little  work  and  figure  out 
a  way  to  make  sure  that  the  information  given  prospective  pur- 
chasers is  in  a  user-  friendly  form. 

Recently,  on  behalf  of  my  son,  I  have  been  trying  to  invest  in  mu- 
tual funds,  and  even  though  I  have  had  the  excruciating  experience 
of  3  years  of  law  school  and  7  years  of  reading  documents  that 
come  before  this  committee,  I'll  have  to  say  that  reading  a  mutual 
fund  prospectus  is  not  my  favorite  thing. 

There  are  a  whole  lot  of  other  things  I  would  rather  do  and  I'm 
sure  that  there's  some  way  that  somebody  could  be  given  that  in- 
formation in  a  way  that  would  be  helpful  without  being  quite  so 
burdensome.  But,  Mr.  Chairman,  these  are  the  people  who  prob- 
ably have  the  best  answers  to  those  questions.  I  look  forward  to 
hearing  from  them. 

Senator  Dodd.  Senator  Murray. 

OPENING  COMMENT  BY  SENATOR  PATTY  MURRAY 

Senator  MURRAY.  Well,  thank  you,  Mr.  Chairman,  for  holding 
this  important  hearing.  I  join  you  in  welcoming  Chairman  Levitt 
here  this  morning. 

I,  unfortunately,  am  going  to  have  to  be  over  on  the  floor  as  part 
of  the  debate  this  morning,  out  this  is  an  extremely  important  topic 


and  I  wanted  to  at  least  hear  the  chairman  this  morning,  so  I  will 
keep  my  statement  short  and  urge  you  to  keep  moving  here. 

Senator  Dodd.  Thank  you  very  much.  We  were  in  late  last  night 
on  that  bill  as  well.  Someone  said  yesterday  that  it  looked  like 
something  Edgar  Allen  Poe  was  writing. 

[Laughter.] 

Senator  Faircloth. 

Senator  Faircloth.  I'll  pass,  Mr.  Chairman. 

Senator  Dodd.  Senator  Bennett. 

Senator  Bennett.  I'll  pass  as  well.  Thank  you,  Mr.  Chairman. 

Senator  Dodd.  Mr.  Chairman,  we  thank  you  for  coming. 

STATEMENT  OF  ARTHUR  J.  LEVITT,  CHAIRMAN,  SECURITIES 
AND  EXCHANGE  COMMISSION 

Chairman  Levitt.  Thank  you,  Chairman  Dodd,  and  Members  of 
the  subcommittee. 

On  behalf  of  the  Securities  and  Exchange  Commission,  I'm  de- 
lighted to  appear  before  this  subcommittee  to  present  the  Commis- 
sion's perspective  on  the  investment  company  industry,  an  industry 
of  increasingly  critical  importance  to  the  American  economy.  This 
subcommittee  has  recognized  the  importance  of  a  strong  Commis- 
sion regulatory  presence  in  the  investment  company  industry  and 
has  vigorously  supported  the  Commission's  oversight  of  the  indus- 
try. 

In  the  last  half  century,  the  Investment  Company  Act  has  pro- 
vided a  comprehensive  framework  that  has  not  only  protected  in- 
vestors, but  also  demonstrated  the  flexibility  to  allow  a  creative  in- 
dustry to  grow  and  flourish.  With  this  success  as  a  backdrop,  the 
Commission  welcomes  this  opportunity  to  consider  the  state  of  the 
investment  company  industry  and  to  assess  the  Investment  Com- 
pany Act  with  a  view  to  ensuring  that  it  continues  to  protect  inves- 
tors effectively  throughout  the  next  century. 

Since  1980,  the  investment  company  industry  has  grown  dra- 
matically. Investors  increasingly  have  chosen  investment  compa- 
nies as  their  primary  cash  management  and  investment  vehicle. 
Over  a  quarter  of  American  households  have  invested  in  the  most 
popular  form  of  investment  company  known  as  the  mutual  fund. 
Mutual  fund  assets  today  now  top  $1.9  trillion,  an  increase  of  more 
than  1300  percent  since  1980.  This  growth  continues  today  as 
Americans  invest  more  than  $20  billion  every  month  in  mutual 
funds. 

Changes  in  the  ways  in  which  individuals  and  institutions  invest 
for  retirement  have  significantly  affected  mutual  fund  growth,  and 
we  expect  those  trends  to  continue.  During  the  1980's,  mutual 
funds  became  a  vitally  important  vehicle  for  retirement  savings,  as 
IRA's  and  so-called  401(k)  defined  contribution  plans  have  become 
increasingly  popular. 

A  sustained  low  interest  rate  climate  has  led  bank  depositors 
seeking  greater  returns  to  channel  their  money  into  mutual  funds. 
Banks  have  responded  by  expanding  their  presence  in  the  mutual 
fund  business.  Today,  more  than  110  banks,  or  their  affiliates,  offer 
mutual  funds,  and  the  number  grows  almost  daily.  Bank-managed 
funds  are  now  one  of  the  fastest-growing  segments  of  the  industry, 
comprising  almost  a  quarter  of  allmutual  fund  portfolios. 
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The  mutual  fund  business  has  responded  to  investor  demand 
with  a  great  variety  of  new  products  and  all  kinds  of  enhanced  in- 
vestor services.  Large  mutual  fund  complexes  offer  investors  shares 
of  a  broad  and  full  array  of  funds,  such  as  money  market  funds, 
tax-exempt  municipal  bond  funds,  stock  funds,  and  international 
funds.  Marketing,  distribution  and  shareholder  servicing  arrange- 
ments are  now  so  flexible  that  they  can  be  tailored  to  individual 
investors. 

Mutual  funds  and  other  investment  companies  have  in  turn  had 
an  enormous  effect  on  the  daily  operation  of  our  financial  markets. 
Stock  mutual  funds  have  become  a  significant  force  in  those  mar- 
kets. In  1992,  stock  funds  accounted  for  96  percent  of  the  new 
money  flowing  into  exchange-traded  stocks,  and  funds  also  account 
for  significant  U.S.  investment  in  foreign  markets  as  well. 

Mutual  funds  and  other  investment  companies  have  become 
major  purchasers  of  municipal,  mortgage-backed,  and  asset-backed 
securities.  Fund  investments  in  these  instruments  have  reduced 
borrowing  costs  for  municipalities,  and  they've  improved  the  access 
to  and  the  cost  of  credit  for  millions  of  homeowners  and  consumers. 
In  short,  product  innovation,  a  wide  array  of  new  types  of  funds, 
and  enhanced  investor  services  have  become  the  lasting  hallmarks 
of  the  investment  company  industry. 

Continued  growth  of  that  industry  and  the  stability  and  safety 
of  financial  markets  depend  largely,  I  believe,  on  the  Commission's 
ability  to  monitor  fund  activities  and  to  respond  quickly  and  force- 
fully to  industry  developments.  Unfortunately,  I  must  report  to  you 
that,  at  a  time  when  more  and  more  Americans  are  entrusting 
their  money  to  investment  companies,  the  Commission's  resources 
have  lagged  far  behind  industry  growth. 

In  the  last  10  years,  the  number  of  investment  company  port- 
folios more  than  tripled,  from  about  6400  to  almost  21,000.  Mean- 
while, investment  company  assets  increased  more  than  six  times, 
from  $360  billion  to  $2.2  trillion.  In  spite  of  a  105  percent  increase 
in  the  Commission's  investment  management  staff  to  260  over  the 
past  10  years,  each  staff  member  is  now  responsible  for  79  port- 
folios and  $8.85  billion  of  investment  company  assets. 

Although  more  investment  company  examiners  have  been  hired, 
each  examiner  is  now  responsible  for  a  staggering  $16.9  billion  of 
investment  company  assets  and  over  158  separate  portfolios.  The 
task  of  our  investment  company  examiners  has  become  much  more 
formidable,  not  just  as  a  result  of  the  sheer  size  of  the  mutual  fund 
industry,  but  also  as  a  result  of  the  increasingly  complex  financial 
products,  such  as  derivatives  and  foreign  securities,  in  which  funds 
now  invest,  and  the  complicated  marketing  structures  now  used  as 
a  competitive  tool  between  the  various  funds. 

The  vitality  and  continued  success  of  the  investment  company  in- 
dustry, almost  to  a  total  extent,  depends  on  public  trust  and  public 
confidence.  Typically,  investments  in  funds  are  not  insured  and  are 
not  guaranteed.  In  the  past,  the  investment  company  industry  has 
been,  as  you  have  pointed  out,  relatively  scandal-free.  I  believe  that 
this  is  due  in  no  small  part  to  the  comprehensive  regulatory  frame- 
work provided  by  the  Investment  Company  Act. 

To  assure  continued  public  confidence  and  trust,  however,  the 
Commission  must  continue  to  monitor  vigorously  developments  in 


the  industry  as  it  grows  in  size  and  in  complexity.  And,  in  this  era 
of  budgetary  restraint,  we  continue  to  look  for  all  kinds  of  ways  to 
meet  that  challenge.  In  the  past  month,  for  instance,  we've  shifted 
our  inspection  program  emphasis  from  the  largest  mutual  funds  to 
small  and  medium-sized  funds  and  new  entrants  to  the  fund  busi- 
ness that  may  have  less  developed  compliance  systems.  Despite  our 
best  efforts,  we're  going  to  need  more  people,  better  training,  and 
new  equipment,  and  we  need  them  now.  With  additional  resources, 
we  could  do  more  frequent  and  more  comprehensive  inspections. 

Additional  appropriations  will  not  necessarily  address  a  more 
fundamental  budgetary  concern,  however.  The  best  way  to  ensure 
that  the  Commission  will  continue  to  have  adequate  resources  is 
for  Congress  to  pass  legislation  that  would  make  the  Commission 
self-funded.  Self-funding  would  ultimately  link  the  fees  paid  by  reg- 
istrants and  regulated  entities  to  the  services  provided  by  the  Com- 
mission. I  should  emphasize  that  self-funding  would  not  remove  the 
Commission  from  the  important  Congressional  oversight,  nor  would 
it  involve  using  fines  or  disgorgement  payments.  I  strongly  urge 
the  adoption  of  self-funding  as  a  vital  and  essential  step  in  ensur- 
ing that  the  Commission  has  the  continuing  resources  to  oversee 
fairly,  to  oversee  efficiently  the  investment  company  industry  and 
the  capital  markets  of  the  Nation. 

To  keep  pace  with  the  enormous  growth  of  the  investment  com- 
pany industry,  however,  it's  not  enough  simply  to  focus  just  on  the 
Commission.  I  also  believe  that  additional  regulation  by  the  indus- 
try itself  is  not  only  necessary,  it's  desirable,  and  it's  the  way  it 
should  go.  For  the  industry's  relatively  scandal-free  record  to  con- 
tinue, funds  must  examine  their  internal  procedures  on  an  ongoing 
basis  to  ensure  the  highest  level  of  compliance.  New  initiatives  may 
need  to  be  considered  and  adopted.  For  example,  investment  com- 
panies may  need  to  appoint  compliance  officers  with  internal  audit 
responsibilities. 

To  address  rapid  developments  in  the  industry,  the  Commission 
is  considering  a  number  of  regulatory  and  legislative  initiatives. 
These  initiatives  reflect  our  efforts  to  use  the  Commission's  scarce 
resources  as  efficiently  and  effectively  as  possible  to  keep  pace  with 
growth  and  developments  throughout  this  industry. 

The  Commission  is  taking  a  number  of  steps  to  improve  the  read- 
ability of  mutual  fund  prospectuses.  Currently,  we're  considering  a 
simplified  or,  as  it  is  known,  off-the-page,  prospectus  that  would 
give  investors  the  option  of  purchasing  mutual  fund  shares  directly 
from  advertisements  containing  an  order  form.  Ways  are  also  being 
considered  to  shorten  and  simplify  fund  prospectuses  and  to  im- 
prove mutual  fund  proxy  disclosure. 

Soon,  the  Commission  will  consider  clarifying  the  requirements 
for  investment  advisers,  who  provide  services  in  popular,  new,  so- 
called  "wrap  fee"  programs.  In  addition,  the  Commission  will  soon 
consider  additional  requirements  for  tax-exempt  money  market 
funds. 

One  of  the  most  significant  developments  in  the  industry  today 
is  the  dramatic  growth  in  the  sale  of  mutual  funds  by  banks.  Many 
of  you  have  commented  on  this  growing  phenomenon.  In  May  of 
this  year,  the  Commission  staff  sent  a  letter  to  all  funds  registered 
under  the  Investment  Company  Act,  expressing  our  great  concern 
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that  investors  in  bank-advised  and  bank-sold  mutual  funds  may  be 
misled  into  believing  that  their  investments  are  guaranteed  or  in- 
sured or  special  in  some  way  or  fashion.  This  letter  requires  funds 
with  bank-like  names,  or  that  are  advised,  sold,  and  marketed  by 
banks,  to  put  cautionary  disclosure  on  the  cover  of  their 
prospectuses. 

We're  not  alone  in  our  efforts  to  address  this  issue.  The  banking 
regulators  have  also  emphasized  the  responsibility  of  banks  to 
avoid  any  confusion  on  the  part  of  investors  in  their  funds.  Just 
this  past  weekend,  the  Comptroller  of  the  Currency  reaffirmed  the 
importance  of  clear  disclosure  in  this  area,  and  I  applaud  these  ef- 
forts. I  have  met  with  Comptroller  Ludwig.  I  have  discussed  the 
issue  with  him.  We  are  working  on  the  same  track  and  share  the 
same  concerns. 

In  an  attempt  to  gather  some  hard  facts  about  whether  investors 
in  bank-affiliated  mutual  funds  believe  that  their  investments  are 
federally  insured,  over  the  past  several  days,  the  Commission  had 
a  preliminary  survey  conducted.  The  key  result  of  the  survey  was 
the  astonishing  fact  that  66  percent  of  bank  fund  shareholders  be- 
lieve that  money  market  mutual  funds  sold  through  banks  are  fed- 
erally insured. 

Of  the  1,000  households  surveyed,  47  percent  own  mutual  fund 
shares.  Eighteen  percent  of  these  shareholders  reported  buying 
through  a  bank  or  savings  and  loan,  and  58  percent  reported  pur- 
chasing through  a  retirement  plan.  The  survey  results  further  indi- 
cate that  16  percent  of  all  respondents  believe  it  is  not  possible  to 
lose  money  in  a  money  market  fund.  Of  the  total  sample,  28  per- 
cent of  respondents  believe  that  all  mutual  funds  sold  through 
banks  are,  and  I  quote,  "federally  insured  like  savings  accounts  and 
CD's." 

The  survey  strongly  suggests  that  there  is  confusion  on  the  part 
of  many  investors  in  bank-sold  funds.  I  have  shared  the  survey  re- 
sults with  the  Comptroller  of  the  Currency  and  other  banking  regu- 
lators, and  we  have  agreed  to  work  together  on  further  steps  to 
clear  up  investor  confusion. 

There  is  more  to  this  problem.  Even  though  the  Commission  can 
regulate  bank-sponsored  or  advised  funds  registered  under  the  In- 
vestment Company  Act,  its  ability  to  regulate  the  persons  who  ad- 
vise and  sell  interests  in  those  funds  is  circumscribed.  The  banks 
that  sell  mutual  fund  shares  are  still  not  regulated  as  broker-deal- 
ers because  they're  excluded  from  the  definitions  of  broker  and 
dealer  under  the  Securities  Exchange  Act  of  1934.  Thus,  the  Com- 
mission's ability  to  regulate  bank  sales  of  mutual  funds  in  their 
lobbies,  on  their  banking  floors,  is  limited.  Similarly,  though  many 
banks  advise  mutual  funds,  they  are  not  regulated  as  investment 
advisers  under  the  Investment  Advisers  Act. 

In  1991,  the  Senate  Committee  on  Banking,  Housing  and  Urban 
Affairs  approved  legislation  calling  for  functional  regulation  of 
banks  as  broker-dealers  and  investment  advisers.  Just  last  week, 
Chairman  Dingell  introduced  a  bipartisan  bill  to  require  functional 
regulation  of  bank  brokerage  activities  and  certain  bank  advisory 
activities.  As  banks  become  more  and  more  involved  in  mutual 
fund  activities,  this  legislation,  I  believe,  becomes  even  more  criti- 
cal. 
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I  look  forward  to  continuing  to  work  with  the  subcommittee  on 
this  and  other  important  issues.  I  greatly  appreciate  the  oppor- 
tunity to  testify  on  this  important  industry  and  I  would  be  happy 
to  answer  questions  that  you  may  have. 

Thank  you. 

Senator  Dodd.  Thank  you  very  much,  Mr.  Chairman. 

I  would  note  as  well  that  your  testimony,  your  prepared  testi- 
mony, was  substantially  longer,  with  graphs  and  the  like  included. 
That  entire  statement  will  be  included  in  the  record  and  I  would 
note  for  our  second  panel,  the  same  will  hold  true  for  them  as  well. 
So  I  appreciate  your  engaging  in  a  synopsis. 

Let  me  just  jump  to  the  SRO  issue  and  I'll  come  back  to  the  re- 
source questions  in  a  minute. 

I  realize  I'm  not  speaking  for  everybody  in  the  industry.  Obvi- 
ously, like  any  industry,  there  are  a  lot  of  different  thoughts.  But 
one  of  the  complaints  we  hear  about,  the  approach  which  you've 
suggested,  and  you  and  I  have  talked  about  this,  is  that  the  indus- 
try says,  look,  we're  already  contributing — and  I  don't  know  whose 
numbers  you  want  to  hold  to,  either  $80  or  $100  million  a  year  as 
a  result  of  fees  and  the  like,  to  go  to  the  general  treasury  as  a  re- 
sult of  not  having  a  self-funding  mechanism.  And  now  to  turn 
around  and  to  propose  something  like  this,  in  addition  to  the  fees 
we  pay,  and  no  one  is  suggesting  that  those  be  reduced  at  all  here. 
The  costs  associated  with  us  doing  it  raises  some  very  large  con- 
cerns about  that  particular  approach. 

I  wonder  if  you  might  expand  for  a  moment  on  your  idea,  which 
I  think  has  some  merit,  but  I'd  like  you  to  take  a  few  minutes  and 
talk  about  their  concerns  which  you're  familiar  with  that  they've 
raised  with  you  as  well,  how  you  would  respond  to  those,  and  why 
you  think  this  may  be  the  only  alternative  that  we  can  look  to. 

Chairman  Levitt.  Well,  I'm  not  sure  it's  the  only  alternative,  but 
I  am  clearly  concerned  with  the  magnitude  of  the  problem,  which 
is  likely  to  grow  in  the  coming  years. 

I  am  also  concerned  that  the  Commission  has  not  yet  attained 
the  self-funding  status  which  I  think  is  so  critical  for  its  future. 

The  notion  that  next  fiscal  year  we  may  not  have  the  appropria- 
tion necessary  to  respond  to  a  market  that  is  as  dynamic  as  our's 
is  very  threatening  from  the  Commission's  point  of  view,  particu- 
larly given  the  increasing  of  investor's  funds  into  the  mutual  fund 
industry. 

I  look  at  the  equity  business  where  the  SRO's,  in  the  form  of  the 
great  stock  exchanges  and  the  NASD,  have  worked  so  effectively 
with  the  Commission  in  a  fashion  which  the  Commission  itself 
could  not  possibly  undertake  without  their  help,  without  their  as- 
sistance. 

I  realize  that  the  development  of  an  SRO  is  both  costly  and  time- 
consuming.  It's  not  as  if  we  can  say,  let's  create  an  SRO  in  the  mu- 
tual fund  industry  and  next  month  or  next  year,  we  will  have  an 
SRO  in  place. 

It's  a  matter  of  a  number  of  years.  It's  a  gradual  process,  but  it's 
an  important  process.  I  think  we  have  immediate  needs,  critical 
needs  to  inspect  funds  that  are  now  getting  inspected  once  every 
5  years,  or  even  less,  which  is  tantamount  to  no  inspection. 
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So  we  need  the  resources  immediately  to  put  in  place,  in  the  case 
of  mutual  funds,  150  more  inspectors,  right  now,  right  this  coming 
year. 

But  the  needs  for  future  years  call  for  other  ways  of  handling 
this.  And  an  SRO  is  but  one  of  a  number  of  proposals  that  I  am 
considering. 

I  would  say  that,  of  all  the  industries  that  I  have  been  ac- 
quainted with  in  recent  years,  I  know  of  few  that  are  more  respon- 
sible and  more  responsive  than  the  mutual  fund  industry.  I've  had 
extensive  discussions  with  their  leadership  and  with  their  members 
and,  as  a  matter  of  fact,  the  day  before  yesterday,  I  spent  half  the 
day  visiting  a  fund  complex  and  talking  to  them  about  these  prob- 
lems. 

So  they're  mindful  of  the  problems  that  we're  dealing  with,  and 
they  have  agreed  to  address  those  problems  in  terms  of  specific  rec- 
ommendations that  can  be  passed  to  the  Commission  in  terms  of 
giving  us  the  kind  of  information  we  are  not  able  presently  to  ob- 
tain with  the  limited  resources  available  to  us. 

They're  willing  to  consider  such  things  as  internal  audits,  enforc- 
ing compliance  structures  at  each  of  the  funds,  and  a  variety  of 
other  things  as  part  of  a  package  that  may  diminish  the  need  for 
an  SRO. 

Whether  that  is  the  case  remains  the  outcome  of  discussions  that 
we're  having  and  whether  the  industry  can  promptly  come  up  with 
a  package  of  recommendations  that  will  address  my  concern  about 
our  inability  to  do  the  job  that  I  think  must  be  done  to  protect 
American  investors. 

Nevertheless,  I  think,  in  general,  an  SRO  has  proven  to  be  one 
of  the  most  effective  ways  of  monitoring  a  growing  complex  of  fi- 
nancial services  in  our  society,  and  it's  a  way  that  I  am  seriously 
considering  with  respect  to  investment  companies  and  even  consid- 
ering more  seriously  with  respect  to  investment  advisers. 

Senator  Dodd.  I  appreciate  that,  and  you're  fully  aware  of  the  is- 
sues surrounding  the  self-funding  problems  here  that  we've  been 
over  and  over.  But  I  appreciate  your  interest. 

Let  me  commend  you  as  well  for  focusing  as  much  attention  on 
this  ahead  of  the  curve.  Holding  hearings  are  important,  but  it's 
important  to  have  a  chairman  of  the  SEC  and  an  SEC  that's  sen- 
sitive to  the  potential  problems.  Not  that  there  are  any,  but  the 
ones  that  we  need  to  look  at  in  our  ability  to  have  proper  oversight. 

Let  me  jump  to  two  quick  questions  that  have  been  raised  in  my 
opening  remarks.  Senator  Bond  raised  them,  in  talking  about  the 
prospectus. 

Just  looking  at  the  advertising  in  the  survey  study  here  where 
you've  got  some  66  percent  of  the  respondents  thinking  that  bank- 
acquired  mutual  funds  are  federally  insured.  This  is  greatly  dis- 
turbing to  me,  and  particularly  when  you  see  most  of  the  advertis- 
ing, it's  in  the  fine  print  that  you  read  this. 

Now  this,  it  seems  to  me,  is  something  that,  one,  I  would  hope 
that  the  industry  would  just  take  it  upon  themselves  to  do  this. 
There's  no  quicker  way  to  solve  this.  Obviously,  there's  reluctance 
in  that  regard,  but  I  would  hope  that  that  would  be  the  case.  They 
ought  to  be  stunned  by  those  respondents  in  that  survey. 
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I  wonder  if  you  might,  and  I  commend  you  for  talking  with  Mr. 
Ludwig  and  others  and  having  that  kind  of  ongoing  discussion,  but 
can  you  share  with  us  this  morning  what  steps  you're  considering, 
or  the  Comptroller  may  be  considering,  dealing  with  the  advertis- 
ing issue  and  just  the  whole  notion  of  the  promotional  aspects. 

We've  seen  some  problems  in  terms  of  the  Wall  Street  Journal 
pieces  on  faulty  predictions  about  performance  levels  in  here,  and 
I  just  wonder  if  you  might  either  recommend  what  regulatory  steps 
you  might  take  if  this  is  not  forthcoming,  or  what  steps  you'll  be 
asking  us  in  the  short-term,  aside  from  these  other  issues  that 
we've  already  talked  about. 

Chairman  Levitt.  I've  discussed  this  issue  and  my  concern  with 
Alan  Greenspan  and  Gene  Ludwig.  They  share  my  concern.  It's  an 
obvious  one,  and  it  takes  the  form  of  names  of  mutual  funds  spon- 
sored by  banks  that  carry  names  so  similar  to  the  parent,  that  the 
implied  message  is  clear.  The  implied  message  is:  this  institution 
is  the  sponsor  of  this  particular  fund. 

It's  not  the  same  as  another  company  offering  a  mutual  fund. 
There's  something  about  a  bank  in  our  society,  in  our  Nation, 
which  carries  the  suggestion,  the  imprimatur  of  stability,  of  protec- 
tion. And  investors,  unsophisticated  investors  from  rural  commu- 
nities putting  their  money  in  a  bank  mutual  fund  that  carries  the 
name  of  the  parent  in  some  fashion  that  is  close  enough  to  the  par- 
ent are  led,  in  my  judgment,  to  believe  that  the  fund  carries  that 
protection.  And  I  think  that  banks  that  do  that  should  change  the 
names  to  names  that  are  not  that  obviously  associated  with  the 
parent. 

Second,  I  think  the  proximity  of  the  sale  of  mutual  funds  to  the 
taking  of  deposits  on  the  banking  floor  is  something  that  should  be 
avoided. 

One  of  my  new  associates  at  the  Commission  was  opening  a  bank 
account  here  in  Washington.  The  person  opening  the  account  sug- 
gested that  rather  than  a  checking  account,  he  probably  ought  to 
consider  a  mutual  fund.  He  said,  no,  I  want  a  checking  account. 
Well,  she  said,  you  know  the  return  on  the  mutual  fund  is  some- 
what higher  than  the  return  you  get  in  the  checking  account.  But, 
no,  he  persisted.  But  it's  that  kind  of  thing  that's  troublesome. 

Now  I've  served  on  the  board  of  a  Missouri  bank  which  had  only 
one  office  and  one  banking  floor,  Green  City  Bank.  And  there,  you 
obviously  can't  move  the  mutual  fund  sales  off  the  banking  floor. 
But  I  think  in  those  cases  where  a  bank  does  have  more  than  a 
one-room  facility,  they  shouldn't  be  on  the  same  floor,  in  my  judg- 
ment. 

I  think  it's  important  that  the  Commission  work  closely  with  the 
Comptroller,  who  snares  these  feelings.  I  spoke  to  him  again  yes- 
terday. We're  going  to  amplify  the  study  that  we  have  already  done 
to  see,  for  instance,  what  is  the  impact  in  rural  communities?  Is 
it  greater  than  it  may  be  in  urban  communities?  How  serious  is  it? 
What  can  we  do  about  it?  And  we're  going  to  work  together  to  solve 
it. 

Senator  Dodd.  Well,  I  appreciate  that.  Why  don't  we  arbitrarily 
say  that  sometime  after  the  first  of  the  year,  you  might  get  back 
to  us  and  share  with  us  what  conclusions  you've  come  to  on  some 
of  these  points,  and  any  specific  recommendations  that  may  require 
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our  legislative  involvement — I  would  hope  that  that  may  not  be  the 
case,  but  if  it  is,  I  think  the  sooner  we  know  about  that,  the  better. 

I  hesitate  to  speak  for  the  Chairman,  but  I  presume  he  might 
agree  with  that  particular  conclusion.  So  we'll  look  forward  to  hear- 
ing back. 

Senator  D'Amato. 

I've  got  a  clock  on  here,  by  the  way,  for  my  colleagues,  because 
I  know  we're  all — certainly,  I'm  no  less  guilty  and  can  go  on  longer. 
So  try  5  or  6  minutes  and  keep  an  eye  on  it.  That's  so  we  can  get 
everyone  in.  I'm  not  going  to  hold  rigidly  to  it. 

Senator  D'Amato.  Mr.  Chairman,  I'm  going  to  yield  to  Senator 
Bennett  at  this  time  because  I  know  he  has  a  question  that  I  have 
an  interest  in  and  I'd  like  him  to  be  able  to  raise  it  while  I'm  here. 

Senator  Bennett.  Thank  you.  I  appreciate  your  testimony  on 
mutual  funds  and  I'd  like  to  get  back  to  that  in  the  appropriate 
course  of  things.  But  I'm  going  to  take  advantage  of  your  being 
here,  Mr.  Chairman,  to  raise  another  issue  that  I  think  has  some 
interest  here. 

We're  talking  in  the  committee  quite  heavily  about  unlisted  trad- 
ing privileges  and  the  regulations  that  allow  certain  markets  to 
trade  simultaneously  while  other  unlisted  markets  can't  trade  si- 
multaneously. There's  a  feeling  that  this  isn't  fair  and  that  the 
playing  field  needs  to  be  leveled  and  so  on  and  so  forth. 

I'd  like  your  comment  about  that.  If  I  could  just  say  up  front,  I 
believe  this  is  an  issue  that  should  be  handled  by  the  SEC.  I  would 
prefer  that  it  not  be  handled  legislatively.  If  you  differ  with  that 
or  if  you  tell  us  that  the  SEC  can't  handle  it,  for  whatever  reason, 
good,  bad,  or  political,  we  are  ready  and  willing  to  help  out,  and 
we  will  do  what  we  think  has  to  be  done  to  get  this  thing  properly 
resolved. 

But  while  you're  here  in  this  setting,  if  you  could  set  aside  the 
mutual  fund  for  just  a  minute  and  address  this,  it  would  be  helpful 
to  us  and  we  appreciate  the  opportunity  to  get  at  you  in  this  cir- 
cumstance. 

Chairman  Levitt.  Sure.  I  think  you've  raised  an  issue  that  goes 
to  the  national  market  system,  and  it's  one  that  we  discussed  dur- 
ing my  confirmation  hearings.  And  I  believe  it  is  an  issue  that  will 
not  require  Congressional  resolution.  I  think  legislation  in  any  of 
these  issues  should  be  a  last  recourse.  Only  when  the  Commission 
or  the  industry  itself  cannot  address  a  particular  issue  should  we 
then  call  upon  you  for  legislation. 

As  I've  said  a  number  of  times  before,  I  think  when  such  a  call 
is  made  I  feel  somewhat  diminished. 

I  am  hopeful  that  I  will  be  able  to  resolve  the  differences  be- 
tween the  regional  exchanges  and  the  other  exchanges  to  address 
this  issue.  I  think  the  direction  that  we  are  probably  heading  now 
is  to  reduce  the  period  of  time  during  which  a  stock  exchange  has 
an  exclusive  right  to  trade  a  new  issue — substantially  from  where 
it  is  today — but  not  eliminate  it  at  the  present  time  because  I  am 
concerned  about  its  potential  affect  on  the  market.  We  will  watch 
it  very  closely,  and  we  will  reserve  our  rule-making  authority  to 
take  further  steps  after  a  period  of  time  of  seeing  to  it  that  no 
undue  disruption  takes  place. 
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I  am  in  discussions  with  the  various  parties  to  this  negotiation, 
and  I'm  sanguine  about  the  results. 

Senator  Bennett.  Thank  you.  You're  aware,  of  course,  far  better 
than  I,  so  maybe  you'll  explain  to  me  if  I'm  wrong,  the  fact  that 
there  are  electronic  methods  of  trading  that  kick  in  immediately 
with  a  new  issue  that  do  not  involve  an  exchange.  And  some  of  the 
complaints  we've  heard  from  regional  exchanges  are  that  they're 
not  only  at  a  disadvantage  with  respect  to  the  major  listing  ex- 
change, but  also  with  respect  to  these  other  electronic  trading  serv- 
ices. 

That  strikes  a  more  resonant  chord  with  me,  frankly,  than  the 
relationship  with  the  big  board,  that,  just  because  we  are  an  ex- 
change, we  don't  have  the  same  privilege  of  an  electronic  trading 
service.  Could  you  comment  on  that?  Is  that  part  of  the  mix  of  this 
debate  here? 

Chairman  Levitt.  Well,  I  think  it  is  part  of  it.  I'd  also  point  out 
that  when  I  suggested  that  we  don't  need  legislation  to  mandate 
this,  we  might  need  legislation  to  change  it.  But  it  would  be  legisla- 
tion presumably  that  all  of  us  would  come  to  you  and  say  this  is 
the  way  it  has  to  be  done  in  order  to  conform  to  an  agreement  that 
was  arrived  at. 

I  think  that  the  question  of  electronic  access  to  our  markets  is 
a  complex  one,  and  it's  one  that  I'm  reluctant  to  take  action  on 
without  testing  the  various  ways  that  we  introduce  these  changes. 
And  that's  why  I've  suggested  that  we  reduce  dramatically  the  pe- 
riod of  time  in  which  that  security  will  trade  exclusively  on  one  ex- 
change, watch  it  for  a  number  of  months,  and  then  have  rule-mak- 
ing authority  to  make  that  change  possible  at  that  point. 

Senator  Bennett.  I  see.  I  don't  want  to  be  punitive  toward  the 
major  exchanges.  I  think  they  do  a  superb  job  and  I've  personally 
benefited  by  their  efficiency  in  bringing  stocks  to  market  that  I 
have  had  an  interest  in.  At  the  same  time,  if  there  are  indeed  other 
avenues  of  trading  that  eliminate  some  of  that  advantage  for  one 
group,  but  not  for  another,  then  the  issue  fairness  has  to  be  ad- 
dressed. 

Chairman  Levitt.  We're  constantly  evaluating  those  alternatives 
and  they're  constantly  changing.  I  believe  that  the  Commission  has 
been  and  will  continue  to  be  responsive  to  those  changes  in  a  way 
which  will  protect  the  consumer  interest. 

In  our  market  system,  there  is  a  natural  competitive  force  be- 
tween the  various  entities  that  move  capital  and  market  products. 
And  it's  the  mandate  of  the  Commission  to  see  to  it  that  that  com- 
petition works  not  just  to  the  benefit  of  a  particular  institution,  but 
protects  the  interests  of  the  investor.  And  that's  the  delicate  bal- 
ance that  we  must  strike  in  terms  of  making  judgments  of  this 
kind. 

Senator  Bennett.  I  appreciate  that  and  associate  myself  com- 
pletely with  the  philosophy  contained  in  your  concluding  state- 
ment. That's  exactly  why  you're  there  and  why  we're  here,  to  pro- 
tect the  investor  as  well  as  the  institution. 

Thank  you,  Mr.  Chairman.  And  thank  you,  Senator  D'Amato. 

Senator  D'Amato.  Well,  Mr.  Chairman,  if  I  might  comment. 

First  of  all,  I  want  to  commend  Senator  Bennett  for  his  leader- 
ship in  this.  I  agree  with  him.  I  urge  the  chairman  to  continue  his 
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negotiations  and  possibly  at  some  later  point,  you  could  get  in 
touch  with  Senator  Bennett  and/or  the  committee  as  a  whole  to  ad- 
vise us  as  to  the  progress  that  you're  making  in  this  area. 

We  know  that  it's  a  difficult  one.  There  are  various  interests 
that,  of  necessity,  people  are  interested  in  protecting.  But  if  you  be- 
lieve that  legislation  is  necessary,  why,  I  would  hope  that  we  could 
avoid  that.  We  certainly  look  to  your  and  your  leadership,  and  I 
urge  you  to  continue  to  push  the  parties  because  I  think  negotia- 
tions and  a  settlement  within  the  structure  that  you've  outlined 
would  make  the  greatest  sense. 

So,  again,  I  commend  my  colleague  for  calling  this  to  our  atten- 
tion and  I  urge  you  to  continue  the  course,  which  I  think  is  a  pru- 
dent one. 

It's  good  to  see  you,  Arthur. 

Senator  Dodd.  Senator  Riegle. 

Senator  RlEGLE.  Thank  you  very  much,  Senator  Dodd. 

As  I  listened  to  your  testimony  today,  and  as  I  read  the  press  re- 
lease that  has  been  put  out  by  the  Securities  and  Exchange  Com- 
mission today,  this  first  paragraph  I  think  is  very  important,  where 
you  say  in  the  last  sentence,  a  key  result  of  this  survey  that's  been 
done  that's  been  referenced  here  indicates  that  66  percent  of  bank 
fund-holders  believe  that  money  market  mutual  funds  sold  through 
banks  are  federally  insured.  And  of  course,  they're  not. 

But  the  fact  that  that  percentage  is  so  high  and  that  you've  seen 
it  as  important  enough  to  highlight  in  your  first  paragraph  of  your 
press  release,  I  think  is  a  very  important  signal  of  people  not  un- 
derstanding properly  what  the  situation  is,  and  this  being  a  matter 
of  some  real  risk,  risk  to  them,  the  fact  that  you're  concerned 
enough  about  it  to  punch  it  up  with  this  kind  of  visibility  in  the 
first  paragraph  is  not  lost  on  me  and  I  don't  think  should  be  lost 
on  the  country  or  people  in  that  situation. 

One  of  the  things  that  concerns  me  is  that  we  have  watched  over 
a  period  of  years  market  volatility.  Events  can  come — we  had  the 
big  market  drop  at  one  point  in  the  past.  We  were  having  hearings 
shortly  before  that  time,  as  a  matter  of  fact,  about  some  of  the 
events  that  might  presage  a  drop  of  500  points  in  the  market, 
which  we  then  not  long  after  saw.  I  hope  we  don't  see  it  again. 
There  have  been  some  things  done  with  circuit-breakers  and  mar- 
ket trading  adjustment  devices  to  try  to  forestall  that  kind  of  a  de- 
velopment. 

But  just  in  talking  hypothetically  here  for  a  minute  about  where 
we  are  right  now,  you've  got  the  Japanese  market  that's  really 
been  in  quite  a  severe  slide  over  the  last  several  trading  days,  in- 
cluding today,  and  down  to  a  point  where  it's  not  exactly  clear 
where  it  may  be  going.  I  think  a  lot  of  sophisticated  people  think 
it's  going  lower  and  that  that  will  create  some  very  serious  prob- 
lems as  that  occurs. 

You  have  the  question  of  how  the  NAFTA  vote  turns  out  next 
Wednesday.  I  think  it  may  go  down.  We'll  see  when  the  vote  is 
taken  in  the  House. 

In  any  event,  there's  a  lot  of  news  in  the  Wall  Street  Journal  and 
other  financial  sections  of  national  newspapers  today  to  the  effect 
that  we're  seeing,  for  example,  a  very  sharp  drop  in  the  value  of 
the  peso  yesterday,  that  it  required  a  major  adjustment  by  the 
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Mexican  officials.  And  I  think  you're  seeing  that  also  in  certain 
proxy  stocks  that  sort  of  measure  the  prospects  in  Mexico. 

We  know  the  price  earnings  ratios  of  American  stocks  today  are 
at  historically  high  levels  in  terms  of  the  range  over  which  they 
trade  in  cycles. 

To  the  extent  that  we  have  any  significant  number  of  people  who 
have  gone  into  banks  and  have  bought  mutual  funds  thinking  that 
they're  federally  insured  and  that,  in  effect,  they've  protected 
against  windfall  losses,  you  can  have  a  situation  where  windfall 
losses  could  occur  as  they  have  in  times  past  and  people  would  not 
understand  the  risk  until  it  was  too  late.  They'd  wake  up  the  day 
after  and  find  out  that  they  thought  their  capital  was  safe,  that 
they  were  going  to  earn  a  return,  but,  at  a  minimum,  they  were 
going  to  get  their  basic  investment  back  intact. 

In  fact,  they  might  not  have  that  happen,  depending  upon  what 
happens  to  the  value  of  a  mutual  fund  and  when  they  buy  and 
when  they  sell.  If  they  are  compelled  to  sell  at  the  wrong  time  and 
there's  been  a  drop,  the  cold  fact  of  the  matter  is  that  if  they've 
put  in  a  thousand  dollars  or  $10,000,  they  might  not  get  that 
money  back. 

I  don't  think  we  can  allow  any  significant  number  of  people  to 
be  under  that  misimpression  for  very  long.  I  think  the  stakes  are 
too  high.  I  think  people,  generally,  when  they  have  money  to  in- 
vest, tney're  investing  retirement  funds  or  the  cushion  that  they 
have  to  protect  them  against  adversity,  their  savings  maybe  to 
send  children  to  college  or  to  buy  a  house  or  what  have  you  at  some 
point.  And  so,  that  nest  egg  savings,  I  think,  people  have  to  under- 
stand whether  or  not  it's  protected  in  certain  ways  or  it  isn't. 

I  don't  want  anybody  in  the  country  to  think  they're  protected  by 
Federal  deposit  insurance  that  will  give  them  dollar-for-dollar  their 
money  back  when,  in  fact,  that's  not  the  case  and  Federal  deposit 
insurance  isn't  there  for  that  purpose  and  if  a  loss  takes  place,  that 
loss  will  be  in  their  capital.  It  will  be  in  their  principle,  not  just 
in  the  loss  of  the  interest. 

So  what  can  we  do  with  some  speed  here?  You  talk  about  what 
you  and  the  comptroller  were  talking  about.  I  think  that  this  is  a 
matter  that  we've  got  to  move  on  quite  quickly.  I  think  even  a  re- 
quirement that  there  be  an  affirmative  statement,  not  FDIC-in- 
sured,  has  to  be  somehow  presented  in  a  very  bold  way,  maybe 
orally,  maybe  in  print,  maybe  stamped  on  the  front  of  any  docu- 
ments. 

I  don't  want  anybody  in  Michigan  or  anywhere  in  the  country 
finding  that  they  have  been  misled,  either  through  their  own  lack 
of  knowledge  or  the  lack  of  proper  disclosure,  into  thinking  that  be- 
cause they  buy  a  mutual  fund  product  through  a  bank,  that  they 
have  Federal  deposit  insurance  when  they  don't.  And  when  you  tell 
us  that  your  survey,  which  you  obviously  have  enough  faith  in  that 
you  are  putting  the  data  out,  that  two-thirds  of  the  people  have 
that  misimpression,  we've  got  to  fix  that.  We've  got  to  fix  that 
promptly.  How  do  you  propose  to  do  that? 

Chairman  Levitt.  Well,  I  agree  with  you.  And  what  we're  doing 
right  at  this  very  moment  is  helping  to  fix  it.  We're  focusing  on  it. 

The  Comptroller  of  the  Currency  gave  a  very,  very  tough  speech 
on  Friday  to  bankers  in  San  Diego  and  outlined  exactly  what  he 
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had  in  mind.  The  release  of  this  survey  is  intended  to  do  that.  The 
structuring  of  a  further  survey  working  with  the  Comptroller, 
which  we  hope  to  get  at  immediately,  is  a  further  means  of  alerting 
the  American  public  to  this  circumstance. 

It  is  going  to  be  our  commitment  as  a  Commission  to  do  what- 
ever we  have  to  do  to  alert  the  American  public  to  what  we  regard 
as  a  clear  and  present  danger. 

It  is  my  hope  and  expectation  that  the  Comptroller  and  the  Fed- 
eral Reserve  Board  will  take  steps  that  I  think  should  be  taken  in 
terms  of,  again,  wherever  possible,  separating  the  sale  of  mutual 
funds  from  the  banking  floor,  and  beyond  that,  changing  the  name 
so  that  they  are  not  misleading  names. 

The  Chairman.  Well,  I  appreciate  your  response.  I'm  struck  by 
this  and  I'm  also  struck  by  the  fact  that,  just  to  make  my  example, 
which  I  didn't  finish,  a  little  clearer. 

If  somebody's  put,  say,  $10,000  of  savings  in  one  of  these  bank- 
provided  money  market  mutual  funds  thinking  it's  federally  in- 
sured and  the  value  drops,  and  the  $10,000  after  a  drop  turns  out 
to  be  worth  $8,000,  you  can  have  a  loss  of  capital  in  this  kind  of 
an  account  and  there  is  no  back-up  Federal  insurance  to  replace 
that  $2,000. 

Chairman  Levitt.  Let  me  say  in  response  to  that  also,  that  right 
now,  the  prospectuses  must  state  that  these  funds  are  not  insured. 
I  don't  think  that's  enough. 

The  Chairman.  Well,  your  survey  makes  that  clear  because,  ob- 
viously, people  are  coming  away  believing  exactly  the  reverse. 

Chairman  Levitt.  And  if  you  carry  it  a  bit  further,  you  should 
consider  that  a  lot  of  this  money  has  gone  into  bond  funds.  My  ex- 
perience in  the  securities  industry,  dealing  with  bonds  and  bond 
funds  and  individual  investors,  tells  me  that  there's  something 
about  a  bond  to  an  investor  that  says,  this  is  safe.  This  is  sacred. 

Now  some  of  those  bond  funds  have  more  than  5  years'  duration 
to  them.  If  interest  rates  spike  up,  those  bond  funds  represent,  in 
my  judgment,  a  very  real  problem  for  investors  who  expected, 
wrongly  so,  that  they  were  totally  secure. 

So  I  think  the  industry  has  got  a  job  of  education  to  perform,  and 
I  think  the  regulators  have  got  to  see  to  it  that  we  remove  the  kind 
of  obvious  areas  that  confuse  and  mislead  the  public. 

The  Chairman.  Thank  you. 

Senator  Dodd.  Senator  Bond. 

Senator  Bond.  Thank  you,  Mr.  Chairman.  Just  to  follow  up  on 
the  discussion  that  the  chairman  of  the  Full  Committee  was  hav- 
ing, I  found  it  startling  in  your  survey  that  36  percent  of  all  pur- 
chases of  mutual  funds  think  that  mutual  funds  purchased  from  a 
stockbroker  are  federally  insured  as  well.  So  this  isn't  just  limited 
to  bank  sales  of  mutual  funds. 

Chairman  Levitt,  I'd  like  to  ask  you  about  the  concept  put  for- 
ward by  a  colleague,  Commissioner  Carter  Beese,  who  said  that,  in 
essence,  mutual  funds  are  the  next  great  U.S.  export,  noting  in  an 
article  that  appeared,  I  guess,  in  the  Wall  Street  Journal  that  there 
are  prohibitive  export  taxes  on  foreign  investors  simply  for  choos- 
ing a  U.S.  mutual  fund  as  a  preferred  investment.  And  it  suggests 
if  there  was  reform  of  that  act  along  the  lines  of  Congressman  Gib- 


19 

bons'  H.R.  1891,  we'd  get  more  capital  inflow  into  this  country  and 
more  jobs  here. 

No.  1,  do  you  agree  that  this  is  a  potentially  significant  export? 
And  do  you  feel  that  this  kind  of  tax  change  would  be  helpful? 

Chairman  LEVITT.  I  think  that,  clearly,  our  abilities  in  the  mu- 
tual fund  and  investment  advisory  area,  together  with  the  develop- 
ment of  a  myriad  of  new  products,  makes  us  the  premier  center  for 
that  in  the  world. 

I  think  it  clearly  is  the  case  that  we  can  do  this  well  for  not  only 
our  own  citizens,  but  we  can  do  it  well  for  the  world's  citizens. 

I  think,  like  any  other  product,  any  other  commodity,  we  should 
encourage  the  export  of  this,  and  I  associate  myself  with  my  col- 
league's views  about  that.  While  I  try  to  stay  out  of  other  areas 
such  as  tax  policy,  I  think  my  public  statements  with  respect  to 
this  area  in  the  past  have  indicated  that  I  am  supportive  of  what- 
ever relief  is  necessary  to  see  to  it  that  we  can  be  competitive  with 
this  product  in  the  nations  of  the  world. 

Senator  Bond.  I  appreciate  your  comment.  I  think  I  will  be  dis- 
cussing with  some  of  my  colleagues  the  possibility  of  pursuing  a 
similar  initiative  on  this  side. 

Inviting  you  to  step  into  a  minefield  now,  since  you  said  you 
weren't  going  to  get  into  other  areas,  I  would  share  the  views  to 
a  certain  extent  of  my  colleague  on  the  other  side  of  the  aisle  that 
there  may  be  an  unsettled  nature  in  the  various  markets  as  a  re- 
sult of  the  questionable  prospects  for  NAFTA  at  this  time. 

Unlike  my  colleague,  however,  I  think  that  the  markets  may  be 
reflecting  the  pessimism  over  the  turning  down  of  NAFTA.  And  as 
one  who  supports  NAFTA,  I  would  like  to  ask  if  you  would  care  to 
comment  on  the  impact  that  you  think  that  the  passage  of  NAFTA 
would  have  on  the  financial  services  industry  and  investment  in 
the  United  States. 

Chairman  Levitt.  Thank  you,  Senator. 

[Laughter.] 

The  Commission  has  testified  in  support  of  NAFTA.  I  think  in 
taking  into  consideration  the  implications  of  the  passage  of  that  bill 
in  terms  of  freer  trade  with  our  best  trading  relationships,  it  was 
the  Commission's  feeling  that  NAFTA  should  be  supported. 

As  to  what  the  impact  of  the  acceptance  or  rejection  of  that  legis- 
lation would  be,  I  think  our  markets  have  a  way  to  anticipate  and 
to  adjust  to  changing  circumstances.  And  while  I  won't  deny  that 
there  would  be  an  impact,  again,  I  think  the  issues  have  been  so 
well  ventilated  and  discussed  and  the  options  so  obvious,  that 
they're  already  part  of  the  market  structure. 

Senator  Bond.  Let  me  move  on  to  perhaps  an  easier  area.  Are 
you  supportive  of  the  unified  fee  investment  company  approach  for 
mutual  funds  to  set  up  a  fund  that  has  one  fee  that  is  readily  iden- 
tifiable? 

Chairman  Levitt.  I've  looked  at  the  industry  and  the  variety  of 
fees  that  have  appeared.  And  as  a  recent  first-time  investor  myself 
in  mutual  funds,  I've  had  a  chance  to  read  prospectuses  and  try  to 
decipher  exactly  what  I  was  being  charged. 

Senator  Bond.  Have  you  had  the  same  problems  I  have? 

Chairman  Levitt.  Sure.  Sure. 

Senator  Bond.  It  makes  me  feel  better. 
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[Laughter.] 

Chairman  Levitt.  I've  looked  at  expense  ratios,  and  I've  discov- 
ered that  they  don't  include  front-end  loads,  for  instance.  Now,  in 
some  cases,  front-end  loads  are  significant.  That  looked  like  such 
an  obvious  issue  that  I  said,  why  don't  they?  Let's  do  that. 

But,  then,  as  you  study  it  further,  you  realize  that  a  front-end 
load  may  differ  according  to  the  amount  of  money  that  you  invest 
in  that  fund.  It  may  differ  for  individuals  or  institutions.  And  how 
do  you  determine  what  the  calculation  would  be? 

So  let  me  say  this.  I  believe  that  if  we  were  able  to  come  up  with 
a  single  charge  that  any  person  could  understand  and  compare  to 
the  next  fund,  that  is  a  desirable  objective.  Clearly,  it  is. 

Exactly  how  to  get  there,  I'm  not  precisely  sure  for  the  moment. 
But  I  clearly  believe  it  is  in  the  public  interest  to  have  the  clearest 
possible  definition  of  what  that  individual  is  paying  for  his  or  her 
investment. 

Senator  Bond.  Finally,  two  areas  that  are  a  little  more  technical, 
but  I  think  are  still  important.  In  the  time  remaining,  let  me  just 
ask  you  to  comment  briefly. 

There  are  some  people  who  are  concerned  about  soft  dollar  Com- 
mission practices  and  whether  they  decrease  the  likelihood  of  "best 
execution."  of  securities  trades  and  impair  market  liquidity. 

No.  1,  do  you  think  there  should  be  some  limitations  on  soft  dol- 
lar practices? 

No.  2,  there  are  some  in  the  mutual  fund  industry  who  would 
like  to  see  more  access  to  nontraditional  electronic  markets,  such 
as  set  forth  in  the  Market  2000  survey.  That  has  been  obviously 
drawing  some  fire  from  the  exchanges.  What  do  you  feel  about  that 
as  well? 

Chairman  Levitt.  Well,  as  far  as  soft  dollars  are  concerned,  as 
you  know,  it's  a  controversial  issue.  But  it's  one  that  I  am  con- 
cerned about.  By  concerned,  that  doesn't  necessarily  mean  sanc- 
tioning it  or  prohibiting  it.  I  think  the  investors  in  this  country  are 
also  concerned  about  it.  And  the  suggestion  that  there  may  be 
something  wrong  with  the  practice,  I  believe  impacts  public  con- 
fidence in  our  markets.  And  whatever  impacts  that  public  con- 
fidence is  something  that  the  Commission  must  carefully  consider. 

My  best  guess  at  this  point  is  the  initial  way  to  address  this  in 
the  absence  of  obvious  abuse — and  I  think  some  of  that  may  exist 
in  some  areas — is  by  public  disclosure. 

I  don't  think  the  typical  American  investor  understands  what  it 
is  and  doesn't  know  whether  his  adviser  or  his  fund  utilizes  those 
practices.  I  think  disclosure  is  initially  the  best  way  to  get  at  it. 

With  respect  again  to  the  issue  of  funds  accessing  electronic  mar- 
kets, this  is  an  area  that  we  are  considering.  Our  Division  of  Mar- 
ket Regulation  has  this  issue  before  them.  As  to  exactly  where 
we're  going  to  come  out  in  terms  of  fairness  to  the  investor,  I'm  not 
sure.  But  it's  something  that  Market  2000  will  consider.  It's  some- 
thing that's  under  study  and  it's  something  that  I  don't  want  to  ad- 
dress impulsively  at  this  time. 

Senator  Bond.  Thank  you  very  much,  Mr.  Chairman.  We  look 
forward  to  working  with  you  and  the  Chairman  and  the  Members 
of  the  committee  on  these  very  important  issues. 

Senator  Dodd.  Senator  Faircloth. 
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OPENING  COMMENTS  BY  SENATOR  LAUCH  FAIRCLOTH 

Senator  Faircloth.  Thank  you,  Mr.  Chairman. 

Thank  you,  Mr.  Levitt.  We're  ever  grateful  to  people  like  you  that 
make  the  personal  sacrifice  to  make  yourself  available  to  serve  in 
Government. 

Chairman  Levitt.  Thank  you. 

Senator  Faircloth.  It's  an  honor  to  have  you  here. 

My  questioning  is  a  little  different.  I  listened  to  Chairman  Rie- 
gle,  who  I  have  the  greatest  respect  for,  in  the  protecting  of  the 
people  with  the  mutual  funds  and  to  notify  them  and  to  let  them 
know  that  this  is — for  40  solid  years  in  this  country,  we  have  writ- 
ten rules,  regulations  and  more  rules  and  regulations  to  protect 
people  from  everything,  from  conception  to  the  funeral  home. 

We've  written  a  rule  to  protect  them,  until  they  have  lost  a  lot 
of  the  personal  initiative  and  drive  of  accepting  personal  respon- 
sibility. 

I  was  thinking,  I  really  can't  think  of  anything  that  can  happen 
to  an  individual  in  this  country  that  is  his  own  personal  respon- 
sibility for  which  he  totally  should  have  taken  the  guilt,  or  if  it's 
a  proolem.  Everything  you  go  at,  some  branch  of  Government  or 
some  entity  other  than  him,  his  or  herself,  is  responsible  for  it. 

I  couldn't  help  but  think,  Mr.  Chairman,  when  you  mentioned 
the  person  that  put  in  $10,000  and  got  out  $8,000,  if  he  didn't  un- 
derstand the  rule  going  in,  he  will  coming  out.  And  it  might  be  a 
very  good  lesson.  I  just  don't  feel  that  we  can  cover — you  can't  wa- 
terproof every  deal.  We  are  going  to  have  Ponzis,  DeAngelos  and 
Bill  Sol  Esteses  as  long  as  the  world  exists.  And  you  can't  water- 
proof it  all.  Do  you  want  to  comment  on  that? 

Chairman  Levitt.  Well,  we'll  have  them.  It's  my  mandate  to 
catch  'em.  And  I'm  going  to  try  to  catch  'em  fast  and  punish  them 
hard.  I  think  that  the  purpose  of  the  kind  of  disclosure  that  the 
SEC  is  developing  is  disclosure  that  will  enable  investors  to  make 
those  decisions. 

I  agree  with  you  that  it's  unrealistic  to  think  that  we  can  protect 
people  from  cradle  to  grave.  But  initially,  when  there's  something 
new  on  the  horizon,  I  think  that  we  have  to  take  steps  to  see  to 
it  that  everybody  understands  what  is  on  the  horizon  and  what 
they  can  do  about  it.  But  after  that,  ultimately,  they  must  make 
their  own  decisions. 

Senator  Faircloth.  All  right.  Well,  thank  you.  Practically  every 
hearing  and  every  bill  we  pass  is  one  more  way  to  protect  people 
from  something.  At  some  point,  you've  got  to  accept  personal  re- 
sponsibility. 

The  next  thing  is  we're  talking  about  the  more  money  you  need. 
You  all  are  generating  about  $406  million,  the  SEC  is.  You  only  get 
about  a  little  over  $200,  $226  million,  I  was  handed  the  figure  that 
that's  what  you  get.  What  if  you  became  self-regulating  and  got  all 
of  your  own  money?  Would  that  not  solve  the  problem? 

Chairman  Levitt.  It  would  not  only  solve  the  problem.  It  would 
solve  it  in  two  interesting  way. 

As  I  mentioned  before,  the  reason  that  we're  getting  so  much 
money  now  is  because  our  markets  have  created  more  registration 
statements,  more  business,  more  activity,  more  fees.  Markets  don't 
always  work  that  way.  Markets  will  go  the  other  way  and  we'll  get 
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less  fees,  and  as  a  result  of  that,  we'll  get  less  money.  But  the  other 
interesting  application  of  this  is  that  the  Congress  will  still  retain 
the  authority  to  authorize  and  appropriate  those  dollars. 

So  that  we're  not  being  put  in  a  situation  of  runaway  authority 
where  we're  going  to  have  vast  new  sums  of  money,  but  we  are 
being  put  in  a  situation  where  we  can  plan  intelligently.  We  can 
know  that  next  year,  we're  not  going  to  cut  out  20  percent  of  our 
inspection  staff  or  15  percent  of  our  enforcement  staff. 

We'll  know  that  in  certain  regions  which  produce  the  cases  for 
us,  I'll  be  able  to  add  attorneys  rather  than  to  take  away  from 
them  across  the  board  for  fear  that  we'll  get  a  zero  appropriation 
next  year. 

That  kind  of  sensible  planning  is  what  is  implied  by  self-funding. 
And  ultimately,  it's  confidence  in  the  ability  of  the  management  of 
the  Commission  to  manage  it  like  a  business,  professionally.  And 
it's  that  mode  of  trust  and  confidence  that  I'm  asking  for  in  this 
instance. 

Senator  Faircloth.  Well,  I'm  totally  supportive  of  your  self-fund- 
ing. We're  100  percent  in  agreement.  But  if  you  have  self-funding, 
you  wouldn't  need  the  mutual  fund  self-regulatory  organization. 
You  could  regulate  it,  couldn't  you? 

Chairman  Levitt.  I  think  we  would  certainly  have  the  resources 
to  provide  the  inspectors,  without  a  doubt. 

Senator  Faircloth.  So  self-funding  is  really  the  answer  to  it. 

Chairman  Levitt.  Self-funding  is  the  single  most  important  step 
that  the  Congress  could  take  to  help  the  country  and  to  help  the 
Commission. 

Chairman  Levitt.  Thank  you,  Mr.  Chairman. 

Senator  Dodd.  Thank  you  very  much.  Let  me  just  underscore 
something  that  Senator  Faircloth  said,  and  I  think  it's  important 
as  well. 

I'm  concerned  about  moving  away  from  the  whole  notion  of  per- 
sonal responsibility.  I  don't  think  it's  just  here.  I  think  it's  in  a  lot 
of  places,  where  if  it's  not  written  down  and  prohibited,  you  can  do 
it.  The  idea  that  people  have  their  own  judgments  about  what's 
right  and  what's  wrong  seems  to  be  going  by  the  boards  almost  ev- 
erywhere. 

I  think  there  are  limits  to  what  we  can  do.  I  do  think  that  the 
points  raised  by  the  Chairman  and  others  where  we've  got  to  try 
and  at  least  put  people  on  notice  about  some  of  these  things  is  val- 
uable. 

The  point  that  Senator  Bond  made  I  think  is  true  here  as  well. 
And  this  isn't  just  in  this  area.  We  saw  it  in  the  roll-up  area.  You 
can  just  absolutely  daze  even  a  very  sophisticated  investor  with 
some  of  these  things.  So  there's  a  balance  that  needs  to  be  struck. 
But  I  think  that  the  caveat  that  he's  expressed  is  worth  taking  into 
this  discussion  and  being  mindful  of  as  we  move  forward. 

As  we  have  spent  a  lot  of  time  talking  about  banks  here  and  the 
concerns  we  have,  I  wonder  if  you  might  spend  a  minute  or  two 
commenting  on  the  ads  and  the  promotions  and  the  performance 
aspects  of  this  a  bit.  That's  an  area  where  I  think  there  is  a  legiti- 
mate point,  particularly  when  it  gets  into  an  area  where  there  may 
be  just  downright  faults. 
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Again,  you  want  to  give  people  the  chance  to  go  out  and  sell  their 
wares  and  sell  their  goods.  I  don't  know  what  your  thoughts  may 
be  on  this  or  where  you'd  like  to  go  with  it,  but  I'd  like  to  hear 
some  comment  on  it. 

Chairman  Levitt.  Well,  I'm  skeptical  about  the  ability  of  many 
investors  to  carefully  read  prospectuses  and  carefully  read  ads.  And 
one  of  the  reasons  that  I  want  to  go  further  on  the  survey  that  I 
spoke  of  before  is  that  our  survey  was  really  a  very  preliminary 
one.  Together  with  the  Comptroller,  we're  going  to  do  a  very  exten- 
sive survey.  We  may  very  well  get  into  the  issue  of  how  much  read- 
ership there  is  of  prospectuses. 

Now,  by  and  large,  the  mechanism  for  inspecting  ads  is  reason- 
ably good.  The  NASD  does  most  of  it.  We  do  some  of  it  when  we 
inspect  certain  funds.  But  the  competitive  pressures  brought  about 
by  new  products,  new  money  flowing  in  here,  has  become  enor- 
mous. So  in  order  to  market  a  particular  fund,  from  time  to  time, 
funds  get  very,  very  aggressive.  And  in  those  instances,  the  NASD 
and  the  Commission  and,  in  some  cases,  the  states,  step  in. 

I  think  that  even  though  it's  somewhat  controversial,  the  move 
toward  ofY-the-page  advertising  will  make  it  easier  and  simpler. 

The  Commission  will  develop  a  series  of  templates  for  the  display 
of  information  that's  absolutely  fundamental  to  an  investor  making 
a  sensible  decision  and  a  sensible  comparison  between  fund  A  and 
fund  B.  And  I  think  it  will  be  easier  for  investors  to  see  what  16 
characteristics  presented  on  one  page  may  reveal  to  him. 

Now,  obviously,  I  have  great  confidence  in  the  creativity  of  mar- 
keting America.  They  will  try  wherever  they  can  to  push  their 
funds  to  the  greatest  possible  advantage  and  they'll  come  up  with 
new  ideas  and  new  comparisons.  Some  of  them  will  stray  across 
the  line,  but  hopefully,  if  we  stay  on  top  of  it,  if  the  NASD  does 
the  job  properly,  I  think  the  ads  will  remain  proper.  And  frankly, 
I  think  in  terms  of  American  advertising,  by  and  large,  the  mutual 
fund  industry  has  done  a  responsible  job  in  this  area. 

Senator  Dodd.  I  agree  with  that.  This  may  be  an  area  if  in  fact 
there  are  examples  of  this,  where  the  penalties  are  meted  out  in 
a  swift  and  strong  way,  where  there's  a  clear  violation  of  what  any 
person  of  common  sense  would  conclude.  This  was  an  exaggeration. 
Word  spreads  pretty  quickly.  You  may  not  have  to  do  a  whole  lot 
more  than  that,  and  there  will  be  others  sitting  out  there  who  will 
be  watching  very  carefully  what  happens. 

It's  that  swift,  tough  justice  in  this  arena  that  I  think  may  do 
more  rather  than  trying  to  necessarily  come  up  with  some  guide- 
lines and  rules  and  so  forth  I  agree  with  you  here;  you  don't  want 
to  discourage  the  marketing  of  these  ideas,  but  clearly  you  want  to 
discourage  the  exaggerated  performance  claims  and  the  like. 

So  that  may  be  the  best  bromide  here,  and  I  would  strongly  rec- 
ommend that  that  be  the  course  to  follow.  I  think  acting  swiftly  is 
important  as  well.  It's  tough.  Sometimes  these  things  drag  on  for- 
ever. I  don't  think  you  get  the  kind  of  results,  then,  because  it's 
foggy  and  it  encourages  people  to  go  in  a  different  direction. 

Senator  Bennett.  Mr.  Chairman,  could  I  comment  on  that  point? 

Senator  Dodd.  Yes,  sir. 
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Senator  Bennett.  I  sit  here  and  listen  to  this  discussion  and  I 
have  two  thoughts  which  I  think  you've  addressed  in  your  testi- 
mony and  I'd  like  to  highlight. 

The  first  one  is  the  old  bromide,  where  is  the  best  place  to  hide 
a  leaf?  And  the  answer  is  on  the  floor  of  the  forest,  with  all  the 
other  leaves.  As  we  go  down  this  road  trying  to  protect  everybody 
and  requiring  this,  well,  then  we  need  to  require  this,  and  this  and 
this 

And  pretty  soon,  we  have  so  much  information  required,  that  we 
have  produced  the  floor  of  a  forest  in  which  the  leaf  the  investor 
really  needs  to  see  cannot  possibly  be  found.  Yet,  we  have  created 
for  the  person  that  is  trying  to  create  a  false  impression,  the  per- 
fect defense.  Well,  if  you'll  look  on  page  47,  subparagraph  C,  you 
find  that  I  have  complied  absolutely  with  the  law  and  have  dis- 
closed everything  and  there  it  is  in  black  and  white  for  anybody  to 
see.  And  they've  got  their  defense  in  court. 

The  movement  that  you're  making,  saying,  there's  stuff  that's  in 
the  additional  information  and  we're  trying  to  simplify  the  stuff 
that's  up  front,  is,  I  think,  a  common  sense  approach  to  this.  I 
would  hope  you  would  pursue  it  further  so  that  the  kinds  of  things 
the  investor  sees  become  bulleted  and  highlighted  and  very,  very 
much  up  front,  and  the  kinds  of  things  the  lawyer  and  the  policy 
wonk  wants  to  read  are  available  but  they're  not  creating  the  floor 
of  the  forest  that  will  hide  what  you  want. 

Chairman  Levitt.  You  are  so  right  on  that,  and  it  is  so  easy  to 
drift  across  the  line  and  try  to  provide  an  answer  for  every  issue. 

You're  quite  correct  that  if  we  can  create  the  right  atmosphere 
in  the  private  sector  that  will  discourage  deception  and  confusion, 
and  the  agency  would  step  in  only  in  those  instances  where  obvious 
wrong-doing  takes  place,  that's  the  goal  to  strive  for.  And  I  think 
we're  fortunate  in  this  industry  having  a  responsible  leadership 
that  is  mindful  of  a  virtual  franchise  that  they  have  been  given  by 
American  citizens  and  by  this  body.  I  think  they  are  doing  quite 
a  competent  job  in  jealously  protecting  that  franchise  and  trying  to 
work  with  the  Commission  to  root  out  the  obvious  wrongdoers 
without  getting  into  the  kind  of  nits  and  gnats  that  will  bring  the 
leaf  to  the  forest  floor. 

Senator  Bennett.  Thank  you.  The  only  other  comment  that  I 
had  is  that  I  remember  someone  who  was  involved  in  a  new  offer- 
ing and  invited  my  advice.  And  in  the  prospectus,  he  had  right  up 
front,  this  is  a  risky  prospectus  and  you  can  expect  to  lose  all  your 
money,  whatever  the  term  of  art  is  for  that. 

He  said,  having  done  a  number  of  these,  this  is  what  will  sell 
your  deal,  because  we  put  it  so  prominently  in  the  front  and  we  go 
beyond  what  is  required,  the  message  we  are  sending  to  the  inves- 
tor is  that  we  are  so  honest  by  making  this  statement  up  front, 
that  they  can  trust  us  not  to  read  the  fine  print  in  the  back.  And 
he  used  it  as  a  marketing  technique  to  sell  some  fairly  questionable 
deals,  thanking  the  SEC  for  that  particular  requirement. 

So  when  you  say  you  have  a  lot  of  faith  in  the  inventiveness  of 
the  American  advertiser,  your  faith  is  well  placed. 

Senator  Dodd.  That's  like  dumping  the  entire  leaf  pile  on  them. 

Senator  Bennett.  That's  right. 

Senator  Dodd.  Senator  Riegle. 
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Senator  Riegle.  Thank  you,  Mr.  Chairman.  Just  a  little  bit  of 
history  and  then  I've  got  what  I  think  are  two  important  questions 
that  I  want  to  ask  you  that  are  related  to  one  another. 

Back  in  1987,  I  was  sitting  where  Senator  Dodd  is  now  as  the 
chairman  of  the  Securities  Subcommittee.  We  had  a  hearing  at  that 
time  on  some  of  these  same  issues,  market  volatility  and  where  we 
were  and  so  forth.  And  John  Shad  had  your  job  and  was  seated 
there. 

I  asked  John  Shad  that  day  what  the  likelihood  was  of  the  stock 
market  being  able  to  go  down  as  much  as  500  points  in  one  day. 
He  didn't  think  that  was  really  within  the  realm  of  plausibility  and 
he  gave  an  answer  you  might  expect.  And  then,  not  long  after  that, 
low  and  behold,  it  happened. 

Mindful  of  that  and  other  experiences,  I  sent  a  letter  to  Secretary 
Bentsen  on  September  23,  1993,  along  with  Senator  D'Amato.  We 
asked  Secretary  Bentsen,  along  with  Alan  Greenspan — you  were 
copied  on  that  letter  as  well — and  the  acting  head  of  the  Commod- 
ities Futures  Trading  Commission,  about  the  need  to  reactivate  the 
working  group  on  financial  markets,  to  put  it  back  together  to 
make  sure  that  the  Federal  financial  regulators  were  really  fully 
coordinating  their  activities  and  to  make  sure  that  we  had  good, 
solid  contingency  plans  to  be  able  to  respond  to  rapid  market  devel- 
opments. 

I  think  that's  just  a  wise,  everyday  way  to  operate,  but  I  think 
we've  got  a  lot  of  things  sloshing  around  that  would  cause  us  to 
want  to  make  sure  that  when  you  do  a  line  change  in  Government, 
one  administration  leaves  and  another  one  comes  and  you've  got 
new  players  and  acting  players  and  so  forth,  I  think  it's  very  im- 
portant to  make  sure  that  you've  got  everybody  talking  to  one  an- 
other and  a  good,  solid,  coordinated  effort  between  the  regulators. 

So  my  question  off  that  predicate  really  has  two  parts.  And  that 
is,  do  you  think,  based  on  your  experience  to  date,  that  the  Federal 
financial  regulators  are  coordinating  their  activities  sufficiently  at 
the  present  time,  or  do  we  need  to  do  more  in  that  regard? 

The  second  part  of  the  question,  are  the  regulators,  taken  as  a 
whole,  confident  that  they  know  enough  about  these  derivative 
products,  which  to  me  are  a  new  item  on  the  horizon  that  have 
taken  on  a  size  and  importance  that  cause  some  concern  in  my 
mind?  And  we're  seeing  long  stories  in  the  Wall  Street  Journal  and 
other  places,  so  this  is  not  just  the  thought  of  a  handful  of  people. 
But  are  you  confident  that  we  know  enough  about  these  derivative 
products  to  really  be  in  a  good,  strong  position  to  prevent  a  market 
mishap  that  might  otherwise  occur? 

Chairman  Levitt.  I  would  say  yes  and  no.  The  working  group 
that  you  speak  of  is  probably  the  best  protection  we  have  in  terms 
of  market  trauma,  in  that  I  believe  that  communication  is  essential 
between  the  various  elements  of  Government  that  are  in  a  position 
to  be  responsive  to  violent  changes  in  our  market.  This  group  has 
been  meeting,  as  a  matter  of  fact,  for  the  past  4  months  on  a  regu- 
lar basis  and  will  continue  to  do  so. 

As  far  as  the  use  of  derivatives  is  concerned,  I  share  your  feeling 
of  concern  about  a  general  lack  of  understanding  of  the  implica- 
tions of  the  use  of  derivatives.  I  clearly,  from  my  own  experience, 
believe  that  derivatives  have  a  legitimate  and  an  important  place 
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in  our  market  system.  They've  made  our  markets,  I  believe,  more 
liquid  and  in  some  respects,  less  volatile.  In  other  respects,  it's  an 
open  question. 

What  I  really  have  in  the  back  of  my  mind  is  not  that  there 
aren't  a  number  of  institutions,  maybe  most  of  the  institutions, 
making  the  greatest  present  use  of  derivatives,  that  have  a  pretty 
sound  understanding  of  the  power  of  those  products. 

But  I  don't  know  that  that's  necessarily  true  for  all  present  or 
all  potential  users,  and  I  know  it  is  not  true  certainly  for  inter- 
national users.  And  as  our  markets  become  more  global,  the  impact 
of  the  misuse  or  the  misunderstood  use  of  derivatives  in  terms  of 
counter-party  risk,  in  terms  of  clearing  problems,  in  terms  of  lever- 
age on  top  of  leverage,  is  worrisome. 

They're  issues  that  the  Commission  is  studying.  They  are  issues 
that  I  am  discussing  with  my  counter-parts  in  other  nations  of  the 
world.  But  they  are  very  real  issues. 

Senator  Riegle.  I'm  going  to  ask  unanimous  consent  that  the  let- 
ter that  I  sent  with  Senator  D'Amato  to  Secretary  Bentsen  on  Sep- 
tember 23,  1993,  and  his  response,  be  put  in  the  record  at  this 
point,  Mr.  Chairman. 

Senator  Dodd.  Without  objection.  I  want  to  second  it.  We've 
talked  about  this  as  well.  I  know  that  you,  Arthur,  care  about  this, 
and  I'm  worried  that  some  of  the  others  don't  as  much.  But  I  think 
the  Chairman  is  absolutely  correct  on  this. 

Senator  Riegle.  Thank  you  very  much. 

Senator  Dodd.  Mr.  Chairman,  we  may  have  some  additional 
written  questions.  We  could  obviously  keep  you  here  all  day  talking 
about  this  subject  matter. 

Senator  Sasser  has  just  arrived.  We  were  just  about  to  let  the 
Chairman  off,  but  if  you've  got  some  things  that  you're  ready  to 
move  on,  we'd  be  glad  to 

Senator  Sasser.  I  thank  the  Chairman,  but  we  won't  detain 
Chairman  Levitt  any  longer. 

Senator  Dodd.  Well,  I  just  want  to  underscore,  Mr.  Chairman 
the  value  that  you  bring  to  this  by  being  involved  in  it,  caring 
about  it,  talking  about  it,  and  raising  these  issues.  I've  heard,  just 
in  my  own  contacts  with  others,  that  you've  had  lengthy  discus- 
sions with  all  sorts  of  people  around  the  country  about  this  issue. 
I  think  that  in  itself  has  value,  aside  from  hearings;  getting  people 
thinking  about  this  and  discussing  what  the  various  alternatives 
may  be  and  how  we  should  be  responsible  in  the  conduct  of  our  af- 
fairs, particularly  with  something  that  is  as  important  as  this  sub- 
ject matter. 

So  I  commend  you  for  that  effort.  We  look  forward  to  a  close 
working  relationship  with  you  in  the  coming  weeks  and  months  as 
we  examine  this  issue  very,  very  carefully. 

Chairman  Levitt.  Thank  you  very  much. 

Senator  Dodd.  Our  next  witnesses  I'll  invite  to  join  us  here:  Mat- 
thew Fink,  the  president  of  the  Investment  Company  Institute; 
Mark  Williamson,  the  Mutual  Funds  Group  Executive  from 
NationsBank;  Bob  Graham,  president  of  AIM  Advisors,  Inc.,  from 
Houston,  Texas;  and  James  Riepe,  the  managing  director  of  T. 
Rowe  Price  Associates,  Inc.,  in  Baltimore,  Maryland. 

We  thank  all  of  you  for  being  with  us. 
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Senator  Sasser.  Mr.  Chairman. 

Senator  Dodd.  I'm  going  to  recognize  our  colleague  from  Ten- 
nessee as  this  panel  begins  to  take  their  seats. 

OPENING  COMMENTS  BY  SENATOR  JIM  SASSER 

Senator  Sasser.  Thank  you,  Mr.  Chairman.  I  want  to  apologize 
to  Chairman  Levitt  and  to  you,  Mr.  Chairman,  for  my  tardiness 
here  this  morning.  I've  been  tied  up  in  the  Committee  for  Reform- 
ing the  Senate,  to  try  to  determine  how  we  can  get  to  all  of  our 
committee  meetings  that  are  scheduled  simultaneously. 

[Laughter.] 

So  not  having  mastered  the  technique  of  being  in  two  places  at 
one  time  yet 

Senator  Dodd.  That's  not  part  of  the  reform? 

Senator  Sasser.  Well,  we're  working  on  that  and  it  could  very 
well  be  part  of  the  reform.  But  I  do  have  a  statement,  Mr.  Chair- 
man, which  I'd  like  to  have  included  in  the  record. 

Senator  Dodd.  Without  objection,  obviously,  it  will  be  included. 

Senator  Sasser.  Thank  you. 

Senator  Dodd.  All  right.  Mr.  Riepe,  we'll  begin  with  you.  We 
thank  you  for  appearing  before  us.  You've  been  here.  You're  no 
stranger  to  this  committee.  Thank  you  for  coming  back. 

I'm  going  to  keep  this  clock  on  here.  You  don't  have  to  live  by 
it  religiously,  but  if  you  keep  an  eye  on  it,  it  helps  to  move  the 
process  along.  You  can  use  it  as  a  way  of  wrapping  up.  We'll  give 
everybody  5  minutes  or  so  here.  That  will  still  take  us  some  time 
and  get  to  the  questions,  so  we  don't  hold  anybody  too  long.  But 
all  your  statements  and  all  the  documentation  you'd  like  to  have 
as  part  of  today's  hearing  record  will  be  included. 

STATEMENT  OF  JAMES  S.  RIEPE,  MANAGING  DIRECTOR, 
T.ROWE  PRICE  ASSOCIATES,  INC.,  BALTIMORE,  MD 

Mr.  RlEPE.  Thank  you,  Mr.  Chairman. 

My  name  is  James  Riepe.  I'm  a  managing  director  of  T.  Rowe 
Price  Associates,  which  is  a  Baltimore-based  investment  manage- 
ment firm  that  serves  as  an  investment  advisor  to  the  T.  Rowe 
Price  family  of  mutual  funds  and  to  individual  and  institutional  cli- 
ents. 

Our  firm  was  founded  in  1937.  It  manages  more  than  $50  billion 
of  assets,  $33  billion  of  which  is  in  some  56  no-load  mutual  funds. 
We  have  about  3  million  investor  accounts  representing  those 
funds. 

From  1990  to  1992,  I  served  as  chairman  of  the  Investment  Com- 
pany Institute,  which  of  course  is  our  national  association  for  the 
investment  company  industry.  I  much  appreciate  the  opportunity 
to  be  again  before  you  today. 

This  is  an  apt  time  for  this  subcommittee  to  consider  the  state 
of  the  mutual  fund  industry.  As  has  been  stated  already  this  morn- 
ing, mutual  funds  are  now  a  major  factor  in  the  financial  lives  of 
literally  tens  of  millions  of  Americans. 

The  subcommittee  has  an  opportunity,  in  my  view,  to  take  a  de- 
liberate and  thoughtful  approach  to  the  mutual  fund  industry  with- 
out the  backdrop  of  a  crisis  environment  or  a  regulatory  breakdown 
of  some  kind. 
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In  the  brief  time  I  have  today,  I  want  to  provide  some  perspec- 
tive, if  I  can,  on  the  regulatory  structure  within  which  our  industry 
operates,  and  in  particular,  focus  on  just  three  issues. 

I.  First,  mutual  funds  are  subject  to  a  regulatory  system  which 
is  both  distinctive  and  effective.  Fund  regulation  is  distinctive  be- 
cause it  extends  beyond  the  primary  Federal  securities  statutes, 
whose  underlying  premise  is  that  investor  protection  is  achieved 
best  through  adequate  disclosure. 

In  addition  to  all  of  the  Federal  securities  laws,  mutual  funds  are 
subject  to  the  Investment  Company  Act  of  1940.  This  comprehen- 
sive statute — which  Senator  Dodd  accurately  labelled  as  almost 
Draconian — places  substantive  restrictions  on  the  structure  and 
day-to-day  operation  of  mutual  funds. 

While  this  close  scrutiny  has  been  effective  in  fostering  an  indus- 
try-wide reputation  for  integrity,  the  exacting  standards  have  not 
stifled  the  industry's  capacity  to  offer  innovative  products  and  serv- 
ices. 

The  Securities  and  Exchange  Commission  and  the  staff  of  the  Di- 
vision of  Investment  Management — through  rule-making,  exemp- 
tive  orders,  and  no-action  letters — have  permitted  mutual  funds  to 
adapt  to  changing  market  conditions.  This  has  been  accomplished 
without  abandoning  the  core  principles  underlying  our  regulatory 
structure.  And  the  record  of  the  mutual  fund  industry  since  pas- 
sage of  the  1940  Act,  is,  in  my  view,  testimony  to  the  tact  that  the 
regulatory  structure  has  indeed  been  effective  in  preventing  wide- 
spread or  systemic  abuse. 

II.  To  my  second  point,  mutual  fund  regulation  by  itself  would 
simply  not  be  enough.  The  industry's  record  is  also  a  product  of  the 
fact  tnat  over  the  decades,  fund  managers  have  viewed  compliance 
as  critical  to  their  long-term  success. 

At  T.  Rowe  Price,  for  example,  our  legal  department  maintains 
a  six-volume  legal  control  book  that  summarizes  every  major  provi- 
sion and  rule  of  the  Investment  Company  Act  and  details  the  man- 
ner in  which  we  must  comply  with  these  provisions. 

For  every  investment  restriction  applicable  to  any  T.  Rowe  Price 
fund,  the  legal  group  has  crafted  guidelines  detailing  how  that  re- 
striction is  implemented  and  who  within  our  organization  is  re- 
sponsible for  monitoring  compliance  with  those  guidelines. 

The  very  nature  of  fund  regulation  mandates  that  every  fund  go 
through  trie  process  of  creating  appropriate  compliance  controls. 
Our  compliance  program,  however,  is  not  limited  to  simply  meeting 
the  stringent  requirements  of  mutual  fund  regulation.  We  take 
steps  that  exceed  statutory  and  regulatory  requirements.  This  was 
referred  to  in  Chairman  Levitt's  discussion. 

For  example,  we  have  an  internal  audit  group  at  T.  Rowe  Price 
that  provides  independent  internal  reviews  of  our  accounting,  fi- 
nancial and  operating  activities  under  the  scrutiny  of  an  audit  com- 
mittee that  is  composed  entirely  of  independent  fund  directors. 

Similarly,  beyond  the  NASD-mandated  supervisory  standards, 
we  subject  our  sales  personnel  to  intensive  training  and  unan- 
nounced audits.  We  do  more  than  is  required  of  us,  not  because  of 
some  inherent  virtue,  but  because  we  believe  it  is  in  the  best  inter- 
ests of  our  funds  and  their  shareholders.  And  if  over  time  we  serve 
those  interests  well,  then  T.  Rowe  Price  itself  will  benefit. 
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I  should  note  that  we  do  not  believe  that  our  respect  for  compli- 
ance, and  the  discipline  that  accompanies  it,  is  unique  in  the  mu- 
tual fund  industry. 

Actually,  one  of  the  reasons  we  do  not  need  21,000  regulators — 
as  have  the  banking,  thrift  and  credit  union  industries — is  because 
of  the  compliance  culture  that  has  become  ingrained  in  the  day-to- 
day activities  of  the  fund  business.  We  have,  then,  the  first  of  the 
two  regulatory  components  needed  to  help  sustain  the  mutual  fund 
industry's  success — an  effective  regulatory  framework  in  an  indus- 
try that  recognizes  the  importance  of  compliance. 

III.  The  third  and  final  ingredient  is  an  SEC  that  is  funded  ade- 
quately so  it  can  perform  its  important  oversight  and  review  roles. 

As  Senator  Riegle  and  Chairman  Levitt  pointed  out,  the  70-plus 
percent  increase  in  the  staffing  of  the  Division  of  Investment  Man- 
agement in  the  last  10  years  has  been  badly  eclipsed  by  the  indus- 
try's growth.  Over  the  same  time  period,  the  number  of  registered 
investment  companies  has  more  than  tripled  and  assets  under 
management  have  sextupled.  At  the  same  time,  mutual  funds  have 
become  more  complex  as  the  securities  and  the  markets  in  which 
they  invest  have  changed  to  meet  investor  needs. 

Chairman  Levitt  has  testified  that  the  SEC  presently  limits  its 
inspections  only  to  money  market  funds,  funds  in  the  100  largest 
fund  complexes,  and  a  few  smaller  funds.  Moreover,  while  the  at- 
tention centered  upon  inspections  is  appropriate,  it  is  important  to 
underscore  that  staffing  shortfalls  affect  all  aspects  of  the  SEC's 
regulation. 

The  staff,  for  example,  must  review  all  newly  registered  mutual 
funds  as  well  as  amendments  to  existing  registrations.  That  num- 
bers in  the  hundreds  and  hundreds  every  year.  Investors  benefit 
most  when  the  Commission  can  respond  in  a  timely  manner  to 
changing  market  conditions.  When  this  process  is  delayed  in  any 
way  by  inadequate  staffing,  it  affects  all  the  fund  complexes  and 
ultimately,  of  course,  fund  investors. 

In  our  view,  self-funding  for  the  SEC  represents  a  simple  and 
fair  solution  to  this  problem.  In  the  words  of  Chairman  Levitt,  it 
is  the  single  most  significant  step  you  could  take  to  continue  the 
exemplary  regulatory  record  of  this  industry. 

In  1992,  investment  companies  paid  SEC  registration  fees  total- 
ling over  $80  million,  as  you  pointed  out,  Mr.  Chairman.  Yet,  last 
year,  the  Commission  spent  only  $18  million  on  investment  com- 
pany regulations.  This  is  a  particularly  poor  "return  on  invest- 
ment" for  mutual  fund  shareholders,  who  paid  these  fees  and  rely 
so  significantly  on  the  SEC  to  help  protect  their  interests. 

Clearly,  the  industry  does  not  need  or  seek  access  to  all  of  those 
fees.  But  equally  clearly,  there  are  more  than  adequate  industry- 
provided  monies  to  finance  an  expanded  SEC  Division  of  Invest- 
ment Management. 

Self-funding  legislation — allowing  the  SEC  to  use  revenues  gen- 
erated from  registration  fees  to  regulate  the  funds  paying  those 
fees — would  ensure  that,  whatever  course  industry  growth  takes, 
the  SEC  will  have  adequate  resources.  A  properly  funded  SEC,  in 
cooperation  with  the  extensive  compliance  programs  that  are  al- 
ready commonplace  among  mutual  funds,  would  protect  investor 
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interest  while  preserving  the  integral  role  funds  play  in  today's 
capital  markets. 

When  I  was  chairman  of  the  Investment  Company  Institute,  I 
cautioned  our  members  against  allowing  their  success  to  lull  them 
into  some  sense  of  complacency.  I  still  feel  that  way  today. 

Our  greatest  challenges  ahead  are  not  tied  to  regulation.  Rather, 
they  should  focus  on  the  goal  of  continuing  to  educate  the  public 
as  to  the  rewards  and  the  risks  of  investing.  Our  task  here  is  a  big 
one,  as  we  must  change  the  mindset  of  an  individual  who,  for  ex- 
ample, will  carefully  pore  over  "Consumer  Reports"  before  purchas- 
ing a  VCR,  vet  devote  little  attention  to  the  allocation  of  his  or  her 
retirement  mnds. 

We  need  to  recognize  that  as  the  economic  and  financial  services 
environment  has  changed,  savers  are  becoming  investors.  It  is  our 
obligation  to  educate  those  investors  so  they  can  better  secure  their 
financial  future.  This  indeed  is  our  most  important  challenge. 

Yet,  in  contrast,  I  can  say  very  frankly  that  there  is  little  to  be 
"fixed"  in  the  current  regulatory  structure  that  governs  mutual 
funds.  This  is  not  the  product  of  hubris,  but  of  empirical  evidence, 
whether  it's  the  SEC's  own  study  of  the  industry  or  the  industry's 
record  itself.  All  of  that  evidence  strongly  supports  this  view. 

With  the  help  of  adequate  funding  for  the  SEC,  we  can  ensure 
that  the  existing  regulatory  structure  not  only  meets  the  current 
demands,  but  also  encompasses  the  many  new  entrants,  products, 
and  investors  characteristic  of  this  dynamic  industry. 

SEC  Commissioner  J.  Carter  Beese,  Jr.  has  noted  that  "starting 
in  the  1930's,  when  investment  companies  came  to  Government 
asking  to  be  regulated,  our  public/private  partnership  has  been  a 
virtual  paragon  of  Government  regulation." 

I  believe  that  the  industry  can  work  with  the  SEC — as  it  has 
over  the  last  half  century — to  ensure  that  the  interests  of  tens  of 
millions  of  mutual  fund  investors  continue  to  be  served  and,  in 
turn,  their  confidence  earned. 

Thank  you  very  much,  Mr.  Chairman. 

Senator  Dodd.  Thank  you  very  much,  Jim. 

Mr.  Graham. 

STATEMENT  OF  ROBERT  H.  GRAHAM,  PRESIDENT,  AIM 
ADVISORS,  INC.,  HOUSTON,  TX 

Mr.  Graham.  Thank  you,  Mr.  Chairman. 

My  name  is  Robert  Graham.  I  am  president  of  AIM  Management 
Group,  Inc.,  a  mutual  fund  organization  headquartered  in  Houston, 
TX. 

AIM  has  been  engaged  in  the  advisory  business  since  1976  and 
currently  manages  over  $25  billion  in  investment  company  assets. 
The  AIM  funds  consist  of  34  investment  companies  comprised  of  13 
equity,  13  bond  and  income,  and  8  money  market  funds.  AIM's 
products  are  distributed  to  the  public  primarily  through  a  network 
of  independent  dealers.  Many  investors  strongly  favor  the  individ- 
ually tailored  personal  services  offered  by  brokers  and  AIM's  dis- 
tribution structure  allows  AIM  investors  to  maintain  these  per- 
sonal broker-client  relationships. 

I  commend  the  subcommittee  for  holding  this  hearing  on  the  mu- 
tual fund  industry  and  am  pleased  to  be  here  today  to  share  my 
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views  and  to  respond  to  any  questions  that  you  may  have.  My  testi- 
mony will  address  three  topics:  fees  and  expenses  paid  by  mutual 
funds  and  their  shareholders  and  the  services  received  for  those 
fees,  the  regulatory  provisions,  including  disclosure  requirements 
governing  mutual  fund  fees  and  expenses,  and  recent  developments 
in  the  fund  industry  and  the  effect  of  those  changes  on  mutual 
fund  fees. 

Mutual  fund  fees  and  expenses  can  roughly  be  grouped  into  two 
categories — fund-level  expenses  and  shareholder-level  expenses. 
The  majority  of  mutual  fund  fees,  including  advisory  or  manage- 
ment fees,  administration  fees,  transfer  agency  fees,  custodian  fees, 
and  rule  12(b)(1)  distribution  and  service  fees,  can  be  characterized 
as  fund-level  fees.  A  mutual  fund's  expense  ratio  which  is  disclosed 
in  fund  prospectuses  represents  the  aggregate  of  all  fund-level  ex- 
penses. 

Shareholder  level  expenses  are  borne  directly  by  fund  sharehold- 
ers. The  front-end  sales  load  is  the  most  common  form  of  mutual 
fund  selling  compensation  and  is  typically  the  largest  shareholder 
cost.  Other  shareholder-level  costs  are  often  directly  related  to  a 
particular  service  offered  to  all  investors,  but  used  only  by  certain 
shareholders,  such  as  individual  retirement  account  custodial  fees, 
fees  for  check  writing  privileges,  or  charges  for  wiring  redemption 
proceeds. 

The  1940  Act,  unlike  most  other  Federal  securities  laws,  goes  be- 
yond disclosure  and  anti-fraud  requirements  to  substantively  regu- 
late an  investment  company's  operations.  Section  15  of  the  1940 
Act  governs  investment  company  management  or  advisory  con- 
tracts, as  well  as  underwriting  agreements.  Section  36(b)  of  the 
1940  Act  codifies  the  fiduciary  duty  of  an  investment  adviser  of  an 
investment  company  with  respect  to  the  compensation  it  receives 
from  the  fund  for  services.  Section  22(b)  requires  mutual  funds  to 
restrict  their  sales  charges  to  the  limits  prescribed  by  the  NASD. 
Rule  12(b)(1)  under  the  1940  Act  imposes  various  substantive  and 
procedural  requirements  on  payments  by  funds  for  distribution 
costs. 

In  July,  1993,  the  NASD  revised  its  rules  limiting  sales  charges 
to  extend  such  limits  to  rule  12(b)(1)  fees  as  well. 

Equally  important,  since  1988,  the  Securities  and  Exchange 
Commission  has  required  all  mutual  funds  to  include  a  uniformly 
formatted  fee  table  at  the  front  of  each  fund's  prospectus.  The  fee 
table  must  include  an  example  showing,  under  certain  assump- 
tions, the  dollar  cost  of  fund  expenses  on  a  hypothetical  $1,000  in- 
vestment in  the  fund  over  1-,  3-,  5-,  and  10-year  periods.  To  the 
best  of  my  knowledge,  no  other  financial  product  provides  this  kind 
of  uniform  disclosure.  Yield  and  total  return  formulas  for  invest- 
ment companies  have  also  been  standardized  within  the  past  dec- 
ade. 

Mutual  funds  have  achieved  wide  popularity  because  they  offer 
investors  the  opportunity  to  participate  in  a  professionally  man- 
aged diversified  portfolio  at  a  modest  cost  compared  to  other  alter- 
natives. Industry  growth  has  given  investors  an  enormous  variety 
of  funds  with  different  objectives,  strategies  and  areas  of  concentra- 
tion available  to  them.  Moreover,  the  fund  industry  now  offers 
many  new  shareholder  services.  These  have  proven  extremely  pop- 
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ular  with  investors,  but  have  required  large  expenditure  by  funds 
and  their  agents. 

While  mutual  fund  expenses  have  undergone  a  structural  evo- 
lution, it  appears  that  total  shareholder  costs  may  well  have  come 
down  in  recent  years,  despite  the  introduction  of  many  new  prod- 
ucts and  unprecedented  new  services.  Moreover,  mutual  funds  con- 
tinue to  offer  investors  an  attractive  bargain  as  compared  to  many 
alternative  financial  products. 

I  thank  you,  Mr.  Chairman,  and  Members  of  the  subcommittee, 
for  this  opportunity  to  appear  today  before  the  subcommittee  and 
share  my  views. 

Senator  Dodd.  Thank  you  very  much,  Mr.  Graham. 

Mr.  Williamson. 

STATEMENT  OF  MARK  H.  WILLIAMSON,  MUTUAL  FUNDS 
GROUP  EXECUTIVE,  NATIONSBANK,  CHARLOTTE,  NC 

Mr.  WILLIAMSON.  Good  morning.  My  name  is  Mark  Williamson. 
I  am  the  mutual  funds  group  executive  for  NationsBank  Corpora- 
tion. NationsBank  is  the  third  largest  bank  holding  company  in  the 
United  States. 

I'm  very  pleased  to  have  this  opportunity  to  appear  before  the 
subcommittee  to  address  a  subject  of  major  and  growing  impor- 
tance to  NationsBank,  as  well  as  the  banking  industry  as  a 
whole — the  regulation  of  bank  proprietary  mutual  fund  activities. 

This  is  an  important  topic  because,  simply  put,  banking  organi- 
zations such  as  ours  must  be  able  to  offer  a  full  range  of  mutual 
funds  products  if  we  are  to  survive  in  this  rapidly  changing  finan- 
cial services  market  place. 

At  this  point,  I'd  like  to  describe  the  NationsBank  family  of  mu- 
tual funds.  There  are  38  different  funds  in  the  family,  consisting 
of  a  mix  of  money  market  funds,  bond  funds  and  equity  funds.  Ag- 
gregate assets  in  the  fund  at  this  time  exceed  $12  billion. 

Stephens,  Incorporated,  which  is  not  affiliated  with 
NationsBank,  serves  as  the  sponsor,  distributor,  and  administrator 
for  each  of  the  funds  in  the  family.  NationsBank  of  North  Carolina 
serves  as  the  investment  adviser  to  the  funds.  As  investment  ad- 
viser, NationsBank  of  North  Carolina  is  responsible  for  managing 
the  assets  in  each  of  the  funds.  Affiliates  of  NationsBank  provide 
other  services,  such  as  custodial  and  shareholder  services. 

Snares  of  Nations  Fund  sold  to  NationsBank  retail  customers  are 
sold  primarily  through  Nations  Securities.  Nations  Securities  is  the 
full-service  brokerage  joint  venture  between  NationsBank  and 
Dean  Witter  Discover  Company,  approved  by  the  OCC  in  April 
1993.  Of  course,  my  testimony  here  today  should  not  be  viewed  as 
necessarily  representing  the  views  of  Dean  Witter. 

Nations  Securities  is  registered  as  a  broker/deal  with  the  SEC 
and  is  a  member  of  the  NASD.  Accordingly,  the  sale  of  Nations 
Fund  shares  by  Nations  Securities  is  subject  to  the  same  rules  and 
regulations  of  the  SEC  and  NASD,  including  customer  protection 
standards  which  govern  every  registered  broker/dealer. 

Nations  Securities  also  is  subject  to  extensive  regulation  by  the 
OCC.  Nations  Securities  sells  as  broker  a  wide  variety  of  securities 
and  other  investment  products,  in  addition  to  the  shares  of  Nations 
Fund. 
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Nations  Securities  has  adopted  a  number  of  measures  to  ensure 
that  customers  are  made  fully  aware  of  the  nature  of  the  invest- 
ment products  they  purchase  and  the  risks  associated  with  those 
products.  For  example,  each  customer  is  made  aware  in  a  number 
of  ways  that  the  shares  of  Nations  Fund  are  not  FDIC-insured,  are 
not  obligations  of  NationsBank  or  Nations  Securities,  or  any  of 
their  affiliates,  are  not  guaranteed  by  NationsBank  or  Nations  Se- 
curities or  any  of  their  affiliates,  and  involve  certain  investment 
risks,  including  possible  loss  of  principle. 

These  disclosures,  which  each  customer  acknowledges  in  writing, 
are  provided  at  the  time  the  customer  opens  a  securities  account. 
They  are  also  provided  verbally  at  any  time  a  customer  indicates 
an  interest  in  purchasing  shares  in  Nations  Fund.  Before  a  cus- 
tomer completes  the  initial  purchase  of  any  shares  of  Nations 
Fund,  he  or  she  receives  a  fund  prospectus,  also  containing  these 
disclosures.  Moreover,  each  time  a  customer  purchases  shares  of 
Nations  Fund,  he  or  she  receives  a  written  confirmation  of  the  pur- 
chase, which  also  has  the  disclosures. 

I  believe  these  kinds  of  conspicuous  disclosures  are  precisely  the 
kinds  of  disclosures  that  the  subcommittee  has  indicated  are  need- 
ed. In  addition  to  these  multiple  disclosures,  NationsBank  has 
taken  a  number  of  other  steps  in  order  to  avoid  customer  confusion. 
For  example,  registered  representatives  of  Nations  Securities  are 
located  in  NationsBank  offices  only  in  areas  that  are  segregated 
from  the  areas  where  deposits  are  received. 

NationsBank  tellers  do  not  give  investment  advice  to  customers 
or  engage  in  the  sale  of  investment  products,  including  shares  of 
Nations  Fund. 

The  experience  of  NationsBank  has  been  that  customers  do  un- 
derstand the  disclosures  given  to  them.  We  believe  that  they  are 
fully  aware  that  the  shares  of  Nations  Fund  are  not  FDIC-insured 
and  are  not  obligations  of  NationsBank.  In  fact,  I  am  not  aware  of 
any  customer  complaint  received  by  NationsBank  or  Nations  Secu- 
rities, indicating  that  the  customer  was  confused  as  to  the  unin- 
sured status  of  the  shares  of  Nations  Fund. 

I'd  like  to  close  by  offering  a  few  observations  on  the  recent  bills 
introduced  in  the  House  addressing  bank  investment  sales  activi- 
ties. 

We  do  not  believe  that  legislation  in  this  area  is  necessary,  given 
that  each  of  the  Federal  banking  agencies  has  issued  comprehen- 
sive guidelines  governing  the  sale  of  investment  products.  More- 
over, a  comprehensive  regulation  of  the  SEC  and  NASD  of  broker/ 
dealers  already  applies  to  a  large  portion  of  bank  proprietary  mu- 
tual fund  sales. 

On  the  other  hand,  NationsBank  would  support  appropriately 
structured  legislation  addressing  the  sale  of  investment  products  to 
bank  customers  if  that  legislation  was  part  of  a  comprehensive  re- 
structuring of  the  current  patchwork  statutory  and  regulatory 
framework  for  the  financial  services  industry. 

For  example,  NationsBank  believes  that  the  current  restrictions 
under  the  Glass-Steagall  Act  prohibiting  banks  and  their  affiliates 
from  sponsoring  and  distributing  mutual  funds,  as  well  as  those 
which  preclude  common  personnel  between  member  banks  and  mu- 
tual funds,  are  clearly  outmoded  and  need  to  be  repealed. 
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In  this  regard,  it  would  seem  appropriate  to  consider  the  func- 
tional regulation  of  bank  securities  activities  to  ensure  a  level  regu- 
latory playing  field  for  all  providers  of  a  particular  financial  serv- 
ices product  and  to  avoid  the  duplicative  and  potentially  inconsist- 
ent regulation  of  the  same  activity  by  more  than  one  regulator. 

NationsBank  also  strongly  believes  that  any  meaningful  reform 
of  the  financial  services  industry  must  eliminate  the  antiquated  re- 
strictions on  interstate  banking  and  interstate  branching.  These  re- 
strictions cannot  be  justified  on  any  grounds  in  today's  environ- 
ment. 

In  this  latter  regard,  we  compliment  the  Chairman  on  his  efforts 
to  develop  interstate  banking  legislation. 

Thank  you  once  again  for  the  opportunity  to  testify  before  the 
subcommittee.  I  would  be  pleased  to  answer  any  questions  that  the 
subcommittee  members  may  have. 

Senator  Dodd.  I'm  beginning  to  think  you  may  be  the  only  guy 
in  town  that  wants  to  compliment  me  on  interstate  banking. 

[Laughter.] 

Mr.  Fink,  it's  good  to  see  you  again. 

STATEMENT  OF  MATTHEW  P.  FINK,  PRESIDENT,  INVESTMENT 
COMPANY  INSTITUTE,  WASHINGTON,  DC 

Mr.  Fink.  Mutual  funds  have  proven  to  be  a  great  American  suc- 
cess story,  for  40  million  investors,  for  the  U.S.  capital  markets, 
and  for  our  economy  as  a  whole. 

Starting  in  1940  with  68  funds  with  assets  of  less  than  a  $V2- 
billion,  the  industry  has  grown  to  over  4300  funds  with  over  $1.9 
trillion  in  assets.  And  although  the  fund  industry  originally  began 
investing  exclusively  in  common  stocks,  today  our  assets  are  spread 
almost  evenly  among  equity  funds,  bond  fund  and  money  market 
funds. 

Our  growth  has  been  due  both  to  capital  appreciation  of  port- 
folios and  to  new  sales.  For  example,  if  you  look  at  the  last  9  years, 
43  percent  of  growth  in  long-term  equity  and  bond  funds  has  been 
due  to  asset  appreciation,  while  there  has  been  57  percent  due  to 
sales.  A  number  of  factors  have  contributed  to  the  popularity  of 
funds  and  new  sales — new  types  of  products  and  services,  increased 
investment  in  mutual  funds  by  retirement  plans  and  by  institu- 
tional investors,  new  channels  of  distribution  such  as  commercial 
banks,  a  shift  by  individuals  who  used  to  invest  in  stocks  and 
bonds  directly,  but  now  invest  through  mutual  funds  and  other 
packaged  products,  and  of  course,  additional  purchases  by  existing 
fund  shareholders. 

But  I  think  that  everyone  who  has  looked  at  this  from  the  SEC 
to  the  industry  is  convinced  that  the  single  most  critical  reason  for 
the  industry's  success  has  been  the  public  confidence  in  the  indus- 
try, public  confidence  which  is  based  on  and  fostered  by  the  strict 
regulatory  regime  set  forth  in  the  securities  laws. 

A.  very  distinguished  former  chairman  of  the  SEC,  Ray  Garrett, 
Jr.,  once  said:  "No  issuer  of  securities  is  subject  to  more  detailed 
regulation  than  mutual  funds." 

Funds  are  regulated  under  every  one  of  the  major  securities 
laws — the  Securities  Act  of  1933,  the  Securities  Exchange  Act  of 
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1934,  the  Investment  Advisers  Act  of  1940  and,  most  importantly, 
the  Investment  Company  Act  of  1940. 

I  must  say  the  Investment  Company  Act  is  a  great  congressional 
success  story.  The  Act's  purpose  is  to  safeguard,  in  Justice 
Brandeis's  words,  "other  people's  money."  And  unlike  the  other  se- 
curities laws,  which  mostly  protect  people  through  disclosure,  the 
Investment  Company  Act  also  imposes  very  detailed  requirements 
on  the  structure  and  day-to-day  operations  of  mutual  funds.  But 
while  the  Act  imposes  these  very  strict  controls,  it  also  gives  the 
SEC  very  broad  regulatory  authority  so  it  can  change  its  rules  to 
meet  changing  conditions. 

We  believe  that  this  very  strict  yet  flexible  scheme  continues  to 
serve  millions  of  investors  well  and  that  there  is  no  need  for  broad 
legislative  changes  to  the  basic  statutory  scheme.  But  we  do  think 
that  Congress  should  enact  legislation  which  would  extend  this 
scheme  of  regulation  to  new  entrants  in  the  business. 

For  example,  I  think,  and  the  Institute  thinks,  that  Congress 
should  enact  comprehensive  legislation  to  accommodate  bank  entry 
into  the  fund  business  and  to  ensure  that  all  mutual  fund  investors 
receive  appropriate  protections  under  the  Federal  securities  laws. 

I  believe  that  legislation  of  the  type  called  for  in  the  Chairman's 
testimony  this  morning  and  in  our  testimony,  legislation  that 
would  give  the  SEC  jurisdiction  over  bank  mutual  fund  sales  activi- 
ties, would  help  address  the  issue  of  investor  confusion  which  was 
mentioned  in  the  survey  the  SEC  just  conducted. 

But  more  important  than  any  particular  legislative  action  in  ex- 
tending the  Act  or  changing  the  Act,  as  every  witness  has  said 
today  and  on  other  occasions,  is  the  critical  need  to  provide  the 
SEC  with  enough  resources  to  continue  to  monitor  and  regulate  the 
industry  in  the  years  ahead. 

From  1982  to  1992,  the  past  decade,  the  number  of  investment 
companies  registered  with  the  SEC  increased  by  133  percent.  Their 
assets  increased  by  344  percent.  And  yet,  the  SEC  staff  devoted  to 
mutual  fund  regulation  only  increased  by  74  percent. 

Chairman  Levitt,  in  his  testimony  this  morning,  gave  us  some 
new  updated  statistics  which  indicate  that  last  year,  the  SEC  col- 
lected $91  million  in  registration  fees  from  investment  companies, 
but  was  only  able  to  expend  $23.4  million  in  regulating  those  in- 
vestment companies,  with  the  balance  diverted  to  pay  for  other 
Federal  spending.  Thus,  mutual  funds  are  paying  far  more  in  fees 
to  the  SEC  than  the  SEC  is  spending  on  mutual  fund  regulation. 

For  this  reason,  as  strongly  as  I  can  indicate,  we  strongly  sup- 
port congressional  efforts  to  provide  the  SEC  with  greater  re- 
sources to  oversee  the  industry  in  the  years  ahead.  And  specifically, 
legislation  should  be  enacted  to  let  the  SEC  use  the  revenues  it  col- 
lects from  mutual  funds  to  regulate  mutual  funds.  This  would  be 
the  fairest  and  most  effective  and  most  logical  way  to  ensure  con- 
tinued effective  SEC  regulation  in  the  future. 

Finally,  as  you  can  tell  from  these  witnesses  today  and  other  peo- 
ple you've  met  with  from  the  industry,  this  is  a  very  innovative, 
competitive,  and  extremely  diverse  industry,  with  firms  differing 
tremendously  in  terms  of  their  products,  the  markets  they  serve, 
and  their  overall  business  strategies.  It's  extremely  heterogeneous 
and  very  innovative  and  complex. 
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But  I  can  assure  you  that  despite  this,  the  entire  industry  sup- 
ports the  strong  regulatory  regime  mandated  by  the  Investment 
Company  Act  and  equally  strongly  supports  appropriate  funding  of 
the  SEC  to  ensure  that  it  can  continue  to  carry  out  its  responsibil- 
ities under  the  Act. 

Thank  you. 

Senator  Dodd.  Thank  you  very  much.  And  let  me  thank  all  of 
you  for  your  testimony.  Senator  Sasser  hopes  to  get  back  in  a  mo- 
ment to  join  us. 

Let  me  start  with  some  questions.  I  invite  all  of  you  to  respond. 
Even  though  I  may  address  a  question  to  one  or  the  other  of  you, 
if  you're  interested  in  responding  to  the  question,  please  feel  free 
to  do  so.  Let  me  begin,  Mr.  Riepe,  with  you,  if  I  may.  And  again, 
it's  a  view  that's  broadly  held. 

You  described  in  pretty  good  detail  the  internal  controls  and  I 
appreciate  your  complimenting  our  description  of  the  Investment 
Company  Act  legislation  and  how  it  works.  But  I  think  all  of  us 
know  and  have  seen  this  incredible  explosion  of  activity.  It  really 
is  remarkable  and  encouraging  in  many  ways. 

I'm  not  worried  about  that,  in  and  of  itself.  I  think  it's  good 
news,  the  fact  that  more  and  more  Americans  are  taking  more  and 
more  interest  in  their  own  economic  security,  I  think  it's  tremen- 
dously encouraging.  I'm  particularly  impressed  by  the  numbers  of 
people  who  have  incomes  that  are  fairly  low,  and  I  presume  have 
a  tremendous  amount  of  pressures  on  them  with  little  disposable 
income,  and  yet,  recognize  the  importance  of  trying  to  provide  some 
economic  security  for  their  futures. 

I  think  this  ought  to  be  encouraged  and  expanded  upon.  But  the 
breakneck  growth  of  the  mutual  fund  industry  certainly  does  raise 
some  legitimate  concerns  in  whether  or  not  these  internal  compli- 
ance programs  can  keep  up  with  that.  With  a  lot  of  new  funds 
being  formed,  as  we  say,  arguably,  on  a  daily  basis,  but  certainly 
a  weekly  basis,  they  may  not  have  established  these  kinds  of  inter- 
nal compliance  programs. 

Maybe  it  is  the  case.  Maybe  they  are.  But  I  wonder  if  you  might 
respond  on  whether  or  not  you  think  that  they're  going  to  be  able 
to  keep  up.  If  things  were  going  along  the  normal  pace  they  were, 
we  probably  wouldn't  be  meeting.  But  the  fact  that  there  is  an  ex- 
plosion of  activity,  and  a  potential  danger  where,  despite  all  of  your 
efforts  and  everyone  else's,  that  kind  of  effort  may  not  be  sus- 
tained. You've  got — what  is  it? — 4,000  or  so  we're  talking  about 
here,  and  new  ones  being  formed  all  the  time,  it's  a  very  attractive 
area  for  people  to  move  into  because  they  see  some  good  profits  to 
be  made. 

Does  that  worry  you  and  concern  you,  beyond  what  you've  talked 
about  here.  I  want  to  combine  this  here.  I'm  very  sympathetic  to 
the  self-funding  mechanism.  My  colleague  from  Tennessee  has 
raised  some  very  legitimate  concerns.  He  chairs  the  Budget  Com- 
mittee. There's  some  very  important  points  of  order  that  get  raised 
in  all  of  this. 

I  think  everyone  has  asked  me  about  it,  and  I've  said,  wanting 
to  be  supportive  and  wanting  to  be  helpful  is  one  thing.  Our  ability 
to  get  it  done  is  another.  Mr.  Fink,  you  and  I  have  talked  about 
this  recently.  So  in  addition  to  that  aspect,  are  there  some  other 
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ideas?  You've  heard  the  Chairman,  Chairman  Levitt,  talk  about  the 
SRO  approach.  I've  heard  from  many  of  you  about  your  concerns 
on  that  particular  approach,  given  the  fact  that  youve  committed 
so  many  resources  already,  the  fact  that  this  could  be  onerous  on 
the  industry,  and  your  worries  about  whether  or  not  the  job  gets 
done. 

Share  with  the  committee,  if  you  will,  one,  whether  or  not  we 
should  be  concerned  regarding  the  threshold  question.  Does  this  ex- 
plosion of  activity  run  the  risk  of  not  getting  the  internal  compli- 
ance that  you  see  in  other  funds?  If  that  is  a  concern,  what  are  the 
alternatives  that  we  ought  to  be  looking  at,  particularly  if  the  self- 
funding  one  may  turn  out  to  be  a  dead  end  for  reasons  beyond  our 
control  here? 

Mr.  RlEPE.  Thank  you,  Mr.  Chairman.  That's  a  full  plate  of  ques- 
tions and  let  me  deal  with  just  a  couple.  But  let  me  give  a  context 
first  that  perhaps  would  be  comforting  to  some. 

When  we  quote  the  number  of  funds  and  when  we  quote  the  dol- 
lars of  assets,  they  exaggerate  the  compliance  problem  in  several 
ways.  First  of  all,  the  number  of  funds.  Many  of  these  funds  are 
growing  in  existing  complexes,  so  it  does  not  necessarily  imply  that 
there  are  thousands  of  new  players  coming  into  the  industry.  We 
have  56  funds  today  and  several  years  ago,  we  had  30,  and  several 
years  before  that,  we  had  20.  Our  compliance  procedures  of  taking 
care  of  funds  are  in  place  and  you're  simply  adding  one  more  fund 
to  the  group.  So  I  think  when  we  quote  the  number  of  funds,  we 
have  to  keep  that  in  mind. 

Second,  within  that  context,  there  are  some  700  or  800  of  those 
that  are  money  funds.  Money  funds  do  not  necessarily  raise  some 
of  the  other  compliance  issues.  They  have  their  own  set,  but  do  not 
raise  the  breadth  of  compliance  issues  that  an  option  income  fund 
or  something  that  might  be  a  tad  more  exotic  does. 

And  third,  on  the  asset  side,  the  asset  growth  can  be  a  hair  mis- 
leading because  we  have  clearly  benefited  from  extremely  generous 
returns  in  the  markets.  We've  had  an  equity  market  that's  gone  up 
17  or  18  percent  a  year  in  the  last  decade.  The  bond  market  has 
gone  up  15  percent.  Those  aren't  sustainable  rates,  but  they  have 
produced  much  larger  asset  levels.  So  the  actual  activity  level, 
which  is  what  I'm  trying  to  say,  I  guess,  has  grown,  for  sure,  but 
not  at  those  exponential  rates. 

Let  me  speak  to  two  points. 

I  think  the  first  line  of  defense  is  education,  and  that's  where  I 
think  we  individually  within  T.  Rowe  Price,  but  the  industry  as  a 
whole,  was  focused.  An  educated  investor  is  going  to  be  far  better 
than  an  after-the-fact  enforcement.  That  is  what  we  have  to  do  and 
I  think  with  the  SEC,  with  the  NASD,  we  really  are  moving  on 
that  and  will  continue  to  move.  As  you  point  out,  the  level  of  in- 
come of  some  of  these  investors  is  getting  lower  and  presumably, 
their  experience  and  knowledge  about  investing  is  correspondingly 
lower.  And  so  we  need  to  make  sure  that  those  people  understand 
the  nature  of  the  investments  that  they're  making. 

Second,  with  respect  to  the  regulatory  structure,  I'm  not  an  at- 
torney, so  I'm  at  a  real  disadvantage  here  in  Washington.  But  I  am 
a  businessman  and  I  know  that  we  have  a  regulatory  structure 
that's  been  in  place  for  over  50  years  that's  worked.  It  s  been  em- 
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braced  by  the  industry  participants.  It's  been  held  out  as  a  model 
to  be  looked  at  for  other  industries  where  it  has  not  worked. 

So  I'  not  terribly  inclined  to  want  to  support  another  industry 
regulatory  structure.  I  would  much  rather  be  focused  on  enhancing 
the  existing  one.  And  when  I  think  that  adding  100  or  200  staff 
members  to  a  270-person  department  or  division  of  investment 
management  would  do,  versus  the  tens  of  thousands  of  examiners 
and  regulators  that  exist  in  other  financial  services  industries,  I 
see  no  need  to  move  to  some  new  structure  like  an  SRO. 

I'd  also  say  that  SRO's  have  proved  effective  in  securities  ex- 
changes. I'm  not  sure  that  the  characteristics  of  the  investment 
company  industry  are  similar  to  the  characteristics  of  the  securities 
markets.  I  don't  think  you  can  take  that  template  and  say,  gee,  it's 
working  here.  Let's  put  it  over  here.  I  would  really  point  to  a  long 
record  of  good,  solid  regulatory  structure  and  I'd  try  and  fix  that 
if  it  needs  fixing  by  its  expansion  before  I'd  turn  to  some  new  ideas. 

Senator  Dodd.  Does  anyone  else  want  to  respond? 

Mr.  Fink.  Mr.  Chairman,  if  I  might.  Most  of  the  large  complexes, 
as  far  as  I  can  tell,  have  systems  very  much  like  T.  Rowe  Price's. 

In  the  past,  as  Chairman  Levitt  indicates  in  his  testimony,  the 
SEC,  oddly  enough,  had  concentrated  on  inspecting  the  100  largest 
complexes,  ones  probably  in  the  least  need  of  it.  But  this  morning 
he  said: 

In  the  past  month,  for  example,  we  have  shifted  the  emphasis  of  our  inspection 
program  from  the  100  largest  complexes  to,  instead,  focusing  upon  small-  and  me- 
dium-complexes that  do  not  have  compliance  systems  as  developed  as  the  more  es- 
tablished. 

That  was  in  part  in  response  to  your  question,  what  can  be  done? 
Part  is  the  SEC  shifting  its  allocation  to  new  entrants  and  smaller 
ones.  Also,  I  don't  have  the  number  with  me,  but  to  buttress  what 
Mr.  Riepe  said,  my  guess  is  70  or  80  percent  of  the  total  assets  in 
the  industry  are  probably  in  30  or  40  or  50  groups,  most  of  which 
have  been  around  for  a  long  time  and  have  compliance  systems. 

Senator  Dodd.  Other  comments? 

Mr.  Graham.  I  would  just  like  to  second  both  Jim  and  Matt's  re- 
marks. I,  too,  think  the  present  regulatory  structure  is  more  than 
adequate  to  provide  the  necessary  investor  protection.  I  would  be 
very  leery  of  adding  another  layer  or  regulation  when  it's  not  really 
needed. 

I  think  more  reliance  on  internal  compliance  programs  and  some 
of  the  changes  Chairman  Levitt  has  suggested  in  connection  with 
the  inspection  program  would  help  alleviate  the  problem. 

Senator  Dodd.  Mr.  Williamson. 

Mr.  Williamson.  I  would  just  simply  add  that,  to  the  extent  that 
large  banks  represent  a  large  portion  of  the  new  entrants  to  the 
markets  place,  that  banks  are  accustomed  to  internal  controls  and 
compliance  systems  and  have  been  managing  assets  in  other  con- 
texts with  those  controls  in  place  for  many  years. 

Senator  Dodd.  Let  me  turn  to  my  colleague. 

Senator  Sasser.  Thank  you,  Mr.  Chairman. 

I  missed  the  earlier  testimony,  as  you  know,  but  clearly,  one  of 
the  fastest  growing  segments  of  the  mutual  fund  industry  are  the 
bank-managed  funds.  This  occurs,  understandably,  as  a  result  of 
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the  banks  trying  to  retain  the  funds  that  heretofore  had  been  in 
certificates  of  deposit. 

Now,  the  Chairman,  I  think,  indicated,  or  the  SEC  at  least  indi- 
cated in  a  press  release  that  66  percent  of  bank  fund  holders  be- 
lieve that  money  market  mutual  funds  sold  through  banks  are  fed- 
erally insured.  In  other  words,  they  think  the  FDIC  stands  behind 
this. 

What's  your  reaction  to  the  comments  that  people  generally 
think  the  FDIC  stands  behind  these  funds?  Mr.  Williamson,  you 
might  be  the  logical  one  to  respond  to  that  question. 

Mr.  Williamson.  Well,  I'm  hesitant  to  comment  on  the  study  in 
question  because  I  really  haven't  had  an  opportunity  to  study  it 
and  I  don't  understand  the  methodology  that  was  used. 

However,  I  would  be  quick  to  point  out  that  it  is  highly  inconsist- 
ent with  my  own  experience  in  the  industry.  I  have  had  8  years 
of  experience  really  going  back  almost  to  the  beginning,  the  genesis 
of  banks  entering  the  brokerage,  and  later  the  proprietary  mutual 
fund  business.  I  just  find  it  highly  suspect,  at  least  in  the  large 
banks  that  I'm  familiar  with,  that  that  would  be  the  case.  We're 
certainly  fascinated  by  the  results  and  would  like  to  study  them. 

Senator  Sasser.  Does  anyone  else  have  a  reaction  to  that  ques- 
tion? 

Mr.  Riepe.  I  might  say,  I  just  looked  at  it  briefly  this  morning. 
It  was  clearly  very  preliminary.  It  was  also  a  very  small  number 
of  people,  and  the  Chairman  indicated  it  was  preliminary. 

I  think  in  our  own  experience  in  researching  investors,  there  are 
some  questions  that  can  be  confusing — two  come  to  mind. 

One  is  whether  asked  about  a  money  market  mutual  fund, 
whether  that  individual  isn't  confusing  it  with  an  MMDA,  a  money 
market  deposit  account,  is  that  insured,  because  if  you  miss  that 
one  word,  they  sound  quite  similar. 

Second,  there  is  in  brokerage  firms,  as  you  well  know,  SIPIC  in- 
surance, and  there  is  confusion,  I  think,  among  investors  about 
what  is  insured.  If  you  ask  me  if  my  brokerage  account  money  fund 
was  insured,  I  could  answer  you,  yes,  in  the  sense  that  the  account 
is  insured  against  fraud  under  SIPIC,  or  if  you're  asking  the  ques- 
tion, is  the  money  itself  insured  against  going  down,  I  would  say, 
no. 

So  I  think  what  we  have  to  do,  perhaps  working  with  the  SEC, 
is  to  come  up  with  some  follow-up  surveys  that  can  find  out  wheth- 
er these  preliminary  indications  are  accurate  or  whether  we  can 
get  a  little  bit  better  information. 

Senator  Sasser.  Well,  I'd  like  to  look  into  that  because  I  was  as- 
sociated at  one  juncture  with  an  institution  in  Knoxville,  Ten- 
nessee, that  collapsed,  and  people  thought  it  was  a  bank,  but  it  was 
not.  They  thought  their  bonds  were  insured,  and  they  were  not. 

The  directors  of  that  institution  had  to  start  going  armed  into 
that  town  because  the  fall-out  and  the  repercussions  from  that,  I'm 
telling  you,  are  unbelievable.  And  the  hostility  and  the  anger,  I've 
never  seen  anything  like  that. 

So  I  hope  we  are  moving  in  the  direction  here  of  letting  people 
know,  giving  them  adequate  information.  I  think  we  really  must  do 
that. 
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The  chairman  of  the  subcommittee  indicated  that  one  of  the 
things  that  I'm  concerned  about  is  the  deficit,  and  indeed,  I  am.  Of 
course,  one  important  way  to  reduce  the  deficit  is  to  increase  public 
savings,  and  we're  trying  to  do  that.  But  another  way  to  generate 
capital  from  investment  is  through  personal  savings.  And  I  think 
that's  extremely  important. 

One  vehicle  that's  become  increasingly  used  is  the  business  of 
every  month,  a  little  bit  of  the  paycheck  going  into  a  pension  plan 
that  invests  in  mutual  funds. 

Now,  I  guess  my  question  on  this  is  how  much  of  this  is  actually 
going  on,  from  your  standpoint?  Are  you  seeing  a  lot  of  people — 
middle  income  or  even  lower-middle  income  wage-earners  actually 
contributing  to  a  pension  fund  through  a  monthly  contribution  to 
some  sort  of  private  pension  fund,  or  a  pension  fund  that  invests 
in  mutual  funds? 

Mr.  Fink.  Yes,  Mr.  Sasser.  There  has  been  a  tremendous  change 
in  the  last  decade  from  defined  benefit  plans,  where  employers 
used  to  make  pension  promises  to  employees,  to  defined  contribu- 
tion plans,  where  employees  are  given,  say,  5  percent  of  their  sal- 
ary and  told  they  have  a  choice  among  the  T.  Rowe  Price  group  of 
funds  or  among  a  bank's  group  of  collective  funds  or  insurance 
products. 

This  has  been  a  growing  part  of  the  fund  industry — 401(k)  plans, 
403(b)  plans — where  I  think  for  tax  discrimination  rules,  you  have 
to  get  lower  and  middle  paid  people  in  for  higher  paid  people  to 
make  contributions. 

So  I  think  it  is  a  growing  part  of  the  fund  industry,  of  financial 
services  generally,  and  the  funds  are  almost  ideally  suited  because 
of  daily  pricing,  disclosure,  all  of  the  SEC  requirements,  which 
makes  them  an  ideal  vehicle  for  these  plans. 

Mr.  Graham.  I  would  like  to  add  that  even  outside  the  pension 
fund  area,  we  are  seeing  quite  a  few  of  our  shareholders  signing 
up  for  preauthorized  check  investment  plans  or  automatic  invest- 
ment plans  where  each  month,  their  bank  account  is  automatically 
debited  for  a  certain  amount  to  be  invested  in  a  fund. 

In  effect,  these  investors  are  paying  themselves  first  each  month 
out  of  their  paycheck.  They're  setting  aside  a  certain  portion  that 
is  going  into  our  funds.  We've  seen  quite  a  bit  of  an  increase  in 
those  types  of  investors. 

Mr.  RlEPE.  I  might  point  out  another  aspect  of  this  which  you 
and  your  associates  created  a  wonderful  savings  vehicle  some  years 
ago  called  the  IRA.  And  even  though  that's  been  severely  con- 
strained, it  has  continued  to  attract  a  lot  of  money  into  those  ac- 
counts. But  also,  it  has  come  to  serve  another  purpose,  and  that 
is  when  an  individual  who  has  a  pension  plan  retires,  they  fre- 
quently have  the  option  of  rolling  over  in  a  lump  sum  their  pen- 
sion, or  taking  it  out  in  monthly  payments. 

Many  of  these  people  are  rolling  them  over  into  an  IRA,  into  a 
qualified  plan,  and  then  using  that  as  the  source  of  their  retire- 
ment funding  and  frequently  using  mutual  funds  to  fund  that  roll- 
over. 

Senator  Sasser.  I  was  enthusiastic  about  the  IRA's  and  have  al- 
ways supported  Senator  Bentsen  when  he  was  here  in  his  efforts 
to  enlarge  the  IRA. 
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One  final  question,  Mr.  Chairman.  I  think  this  is  obvious. 

I  spent  a  lot  of  time  on  this  committee,  as  have  others  of  my  col- 
leagues, in  trying  to  persuade  various  chairmen  of  the  Federal  Re- 
serve Board  that  we  need  to  do  our  best  to  keep  rates  down.  We 
spent  a  lot  of  time  and  a  lot  of  effort  discussing  this  matter  in  this 
committee  room,  the  Budget  Committee  room,  and  other  areas  with 
Alan  Greenspan,  chairman  of  the  Federal  Reserve  Board. 

It  is  my  earnest  conviction  that  we  do  not  need  to  have  an  uptick 
in  interest  rates  in  this  country  any  time  in  the  foreseeable  future. 
I  can  see  no  economic  evidence  which  would  justify  the  necessity 
for  that. 

Having  said  that,  there  are  people  in  the  hierarchy  and  on  the 
Board  of  Governors  who  see  the  inflation  specter  lurking  in  every 
corner.  They're  always  looking  for  some  reason  to  raise  rates. 

Now,  one  of  the  reasons  the  mutual  fund  industry  is  thriving,  as 
you  know,  is  because  rates  are  down.  But  let's  say  that  the  Fed  ig- 
nored all  of  the  evidence,  at  least  the  evidence  as  I  see  it,  and  de- 
cided tomorrow  they  were  going  to  raise  rates,  and  we  had  a  raise 
in  rates  and  the  markets  experienced  a  sharp  downturn.  What  im- 
pact is  that  going  to  have  on  the  overall  mutual  fund  system  other 
than  the  price  going  down? 

Mr.  RlEPE.  That's  a  very  good  and  common  question.  And  I  will 
say  that  we  have  some  advantage  in  that  the  fund  industry  has 
been  in  place  for  a  long  time,  as  have  bond  funds,  which  is  where 
the  concern  is.  So  we  have  been  through  these  cycles  before. 

Granted,  it's  been  nearly  10  years  since  we've  had  that  kind  of 
change,  but  we  have  had  them.  And  we've  had  them  in 
subsegments  of  the  market.  For  example,  the  high-yield  bond  or 
junk  bond  area  went  through  that  phenomenon  in  1989-90,  and  has 
since  recovered. 

I'd  make  two  points.  One  is  that  the  mutual  fund  industry  really 
has  three  components  to  it. 

One  component,  which  is  well  over  a  third  of  the  assets  are 
money  market  funds.  And  of  course,  they  would  benefit  in  that 
kind  of  environment  because,  presumably,  short  rates  would  climb 
as  well.  About  30  percent  is  in  equities  and  there  are  a  lot  of  other 
variables  that  will  affect  equities  as  well  as  a  change  in  interest 
rates. 

And  then  you  get  to  the  bond  fund  segment,  which  is  roughly  a 
third  as  well.  And  a  lot  of  those  bond  funds  are  short-term  bond 
funds  and  intermediate  term  bond  funds.  So  when  we  talk  about 
concern  about  a  sharp  drop  in  rates,  we  really  are  not  talking 
about  $1.9  trillion.  We're  talking  about  several  hundreds  of  billions 
of  dollars  that  would  be  exposed  to  that. 

The  second  point  I  would  make  is  that  based  on  the  experience 
in  the  past,  which  I  would  say  is  probably  going  to  replay  itself, 
there  will  be  a  number  of  people  surprised.  There  will  be  a  number 
of  people  who  will  not  be  surprised,  but  will  exit  those  funds,  prob- 
ably into  other  funds  as  a  refuge  because  they  make  an  investment 
judgment  that  rates  are  going  to  begin  a  steady  climb  and  they 
want  to  be  in  a  shorter  maturity  option.  And  there  will  be  a  very 
large  percentage,  the  majority,  who  will  stay  in  those  funds.  But 
clearly,  there  will  be  an  outflow.  Our  objective  is  to  limit  that  per- 
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centage  of  people  who  are  in  that  first  category,  the  percentage  who 
are  surprised. 

The  length  of  time  we've  had  with  this  stable  rate  environment 
that  we've  been  in,  I  think  has  given  us,  us  meaning  the  industry, 
time  to  communicate  to  people  what  it  is  they  own  and  therefore, 
have  a  chance  at  reducing  that  first  category. 

Senator  Sasser.  Thank  you,  Mr.  Chairman. 

Senator  Dodd.  Thank  you  very  much,  Senator  Sasser.  I  appre- 
ciate your  questions.  Let  me  just  ask  a  couple  of  additional  ones. 

One,  I  would  like  to  get  your  comment,  the  panel's  comments  on 
a  subject  that  was  raised  here  this  morning.  I  think  Senator  Bond 
raised  it  first,  and  that  is  this  notion  of  the  prospectus,  and  also 
the  advertising  questions  and  your  reaction  to  some  of  the  things 
you  heard  up  here,  either  from  myself  or  Senator  Riegle,  Senator 
Bond,  and  others  about  that  general  area.  And  again,  I  open  this 
up  to  the  panel,  anyone  who  would  like  to  comment  on  it. 

Mr.  Fink.  Well,  a  couple  of  different  comments.  I  certainly  agree 
with  the  comment  made,  if  somebody  runs  a  fraudulent  advertise- 
ment, the  NASD  and  SEC  should  land  on  them  quickly,  as  you 
said,  and  I  think  we  all  would  agree  with  that. 

Second,  the  prospectuses  have  gotten  better  over  time  as  we 
looked  at  them,  but  that's  a  difficult  problem  because  you're  trying 
to  convey  a  lot  of  information  and  keep  it  simple. 

We  think  the  best  proposed  reform  that  has  been  made  by  the 
SEC  is  the  so-called  summary  prospectus,  which  would  put  on  one 
sheet  all  the  key  information  about  the  fund.  That  would  probably 
be  the  best  way  to  convey  concisely  and  clearly  the  key  information 
so  you  don't  have  the  leaf  problem  Senator  Bennett  mentioned. 

It's  an  SEC  proposal.  I  might  say  the  proposal  would  be  very 
good  generally  and  we  think  the  best  use  would  be  in  the  pension 
market  that  Senator  Sasser  mentioned,  where  employees  of  middle 
class,  lower-middle  class,  or  lower  paid  employees  have  to  make  in- 
vestment selections,  say,  among  six  funds. 

Getting  80  pages  of  prospectuses  will  not  be  useful  to  them.  Get- 
ting six  pages  of  key  information  will  be  useful. 

So  I  think  vigilant  enforcement  of  the  rules  and  off-the-page  pro- 
spectus would  be  my  two  recommendations. 

Mr.  Graham.  I  would  agree  that  in  our  attempts  to  inform  the 
investors,  make  sure  they  re  aware  of  all  the  risks  involved  with 
their  investment,  sometimes  by  mandated  disclosure  and  some- 
times by  voluntary  disclosure,  we  have  probably  turned  the  pro- 
spectus into  a  document  that's  not  terribly  useful. 

To  the  extent  we  can  make  changes  that  would  highlight  the  im- 
portant points,  the  ones  investors  really  need  to  know,  I  think  that 
would  be  a  very  useful  change. 

Senator  Dodd.  And  then  referencing,  so  that  if  someone  really 
wants  to  know  more,  here's  where  you  go  for  more  information  on 
this  point,  I  think  might  be  of  help. 

Mr.  Williamson.  Mr.  Chairman,  I  would  just  add  one  more 
point,  and  that  is  that  I  think  that  competition  in  the  market  place 
is  actually  aiding  in  consumer  education  and  that  one  way  that 
various  providers  of  mutual  fund  services  are  distinguishing  them- 
selves is  with  consumer  education  types  of  programs,  and  that  that 
is  an  encouraging  trend. 
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I  would  also  observe  that  without  regulation,  many  mutual  fund 
companies  are  embarking  on  major  rewrites  of  their  prospectuses 
to  make  them  more  customer  and  user-  friendly. 

Senator  Dodd.  Do  you  generally  agree  with  that? 

Mr.  RlEPE.  Yes.  I'd  like  to  associate  myself  with  the  forest  floor 
example. 

Senator  Dodd.  You  like  that,  right?  Let  me  again  mention  pen- 
sion plans,  and  again,  we're  seeing  that  banks  and  insurance  in- 
vestment pools,  pension  plans  are  popular.  They're  also  exempted 
from  registration  under  the  securities  laws. 

They're  obviously  not  required,  then,  to  provide  disclosure  to  plan 
participants.  Now  the  argument  is,  of  course,  that  they're  regulated 
by  the  Labor  Department.  I  wonder  if  you  believe  whether  or  not 
these  investors  and  these  types  of  investment  pools  are  getting 
their  adequate  disclosure,  adequate  protection? 

Mr.  Fink.  Well,  I  guess  I  can  say,  at  least  in  examples  we've 
seen,  they're  not.  There  is  no  mandated  Department  of  Labor  dis- 
closure that  comes  within  a  mile  of  the  SEC  disclosure.  It's  pretty 
voluntary  with  the  employer  right  now. 

We  haven't  seen  adequate  disclosure,  although  we've  looked  at 
different  plan  documents.  All  you  are  told  is  it's  an  equity  fund, 
bond  fund,  or  money  market  fund.  You  don't  know  what  its  risk 
characteristics  are,  or  what  the  fees  are. 

So  it's  not  regulated  now  and  it's  not  just  a  theoretical  thing.  You 
can  go  out  and  survey  plans  that  use  bank  collective  funds  or  in- 
surance company  separate  accounts  and  see  what's  not  there,  if 
that's  the  way  to  put  it. 

The  SEC  has  recommended  that  they  be  required  to  register 
where  they  are  sold  to  individual  participants. 

Senator  Dodd.  Right. 

Mr.  Fink.  Not  where  they're  sold  to  the  corporate  treasurer.  But 
in  response  to  Senator  Sasser's  question  about  regular  workers 
having  to  make  choices,  it  seems  to  me  an  odd  situation  today,  Mr. 
Chairman.  If  I  put  $1,000  in  one  of  these  fellow's  IRA's,  I  get  a  con- 
firmation and  a  prospectus  right  away.  I  get  a  semi-annual  report 
twice  a  year.  I  get  proxies  for  the  rest  of  my  life. 

If  I  put  $10,000  a  year  in  my  401(k)  plan  in  a  bank  collective 
fund  or  an  insurance  company  separate  account,  and  I  put  $10,000 
in  every  year  for  20  years,  I  never  really  get  disclosure. 

Something's  wrong. 

Mr.  Riepe.  And  I'll  tell  you,  anecdotally,  we're  very  active  in  the 
defined  contribution  plan  market,  which  is  the  401(k),  403(b),  457 
plans.  And  frequently,  we  will  have  a  new  client  who  comes  to  us 
who  used  one  of  those  pooled  accounts  in  their  previous  plan,  the 
previous  investments  in  their  plan. 

They  are  typically  very  unprepared  for  the  education  level,  the 
task  that's  in  front  of  them  to  take  to  their  employees. 

I  think  the  one  good  thing  is  that  the  Department  of  Labor  has 
made  some  real  advancements  in  waving  flags  in  front  of  employ- 
ers these  days  that  they  have  obligations  to  make  their  employees 
aware.  And  I  think  enlightened  employers  are  realizing  that  if 
these  individual  employees  make  bad  investments,  that  sometime 
in  the  future,  that  is  going  to  come  back  to  haunt  them  in  a  very 
material  way.  But  we  see  exactly  what  Mr.  Fink  was  talking  about 
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all  the  time,  and  it  is  an  inconsistency  that  I  think  should  be  cor- 
rected. 

Senator  Dodd.  How  would  you  correct  it? 

Mr.  RlEPE.  I  don't  see  why  you  couldn't  have  the  same  disclosure 
standards  applied  to  pooled  funds  that  are  used  for  those  purposes. 
It  gets  back  to  sort  of  the  functional  regulation.  If  it's  a  duck,  looks 
like  a  duck,  quacks  like  a  duck,  let's  regulate  it  like  a  duck. 

I  don't  think  those  disclosure  requirements  are  burdensome.  And 
again,  if  I  was  an  enlightened  employer,  I'd  want  to  make  sure  that 
my  employee  knew  what  they  were  investing  in. 

Senator  Dodd.  Would  you  have  the  existing  structure,  that  is, 
the  Labor  Department,  do  it. 

Mr.  Riepe.  That's  a  good  question,  and  maybe  Matt  should  com- 
ment on  that. 

I  think  the  SEC,  if  you  gave  them  the  jurisdiction  to  do  that, 
would  be  the  most  easily  implementable  solution. 

Mr.  Fink.  Yes.  It  strikes  me  that  it's  an  investment,  whether  I'm 
investing  for  a  house,  retirement,  my  health  care,  whatever.  It's  an 
investment  disclosure  issue  where  the  SEC  has  expertise. 

The  second  best  would  be  the  Department  of  Labor.  But  I  think 
the  SEC  would  be  the  best.  And  this  is  not  very  onerous.  It's  sim- 
ply disclosing. 

Mr.  Riepe.  This  gets  a  little  bit  into  the  hearing  you  had  earlier 
at  the  end  of  the  spring  about  regulation.  We  have  too  much  regu- 
lation, depending  on  who  the  provider  is,  rather  than  what  the 
service  is. 

That  is  what  needs  to  be,  I  think,  addressed  and  corrected.  So 
if  you  have  a  service  like  a  pooled  fund  that  acts  just  like  a  mutual 
fund,  for  example,  to  an  individual  investor,  then  you  ought  to  look 
at  that  service.  It  doesn't  matter  whether  it's  a  mutual  fund  man- 
ager or  a  bank  or  an  insurance  company  providing  it.  What  the  end 
result  is  ought  to  be  regulated  in  a  consistent  manner. 

Mr.  Williamson.  Mr.  Chairman,  I'd  just  add  that  there  is  a 
trend,  obviously,  within  banking  circles  toward  the  mutual  fund 
structure  as  opposed  to  common  collective  trust  fund  structure  in 
offering  retirement  services  to  their  customers. 

Again,  referencing  back  to  my  other  comments,  however,  I  think 
it's  important  to  the  extent  that  regulations  are  extended  to  bank 
participants  in  the  retirement  area,  that  the  playing  field  is  also 
leveled  so  that  they  can  be  competitive  participants. 

Senator  Dodd.  Well,  I  agree  with  that  and  we'll  obviously  give 
the  insurance  companies  a  chance  to  respond  to  this  as  well,  since 
they're  not  here  today  to  defend  themselves. 

I'd  like  to  address  a  couple  of  narrow  questions  to  you,  narrow 
for  most  people  in  the  average,  but  not  at  all  for  you  here.  They're 
rather  esoteric,  but  I  think  important  questions. 

Recently,  there  have  been  some  reports  about  the  growing  use  of 
the  rights  offerings  of  the  closed-end  funds.  And  again,  as  all  of  you 
know,  rights  offering,  currently,  shareholders  are  given  the  right  to 
buy  additional  stock  at  a  discount.  This  may  be  a  good  way  for 
funds  to  generate  new  money,  but  some  news  stories  nave  pointed 
out  that  rights  offerings  may  be  coercive  because  shareholders  who 
choose  not  to  buy  new  stock  will  see  the  value  of  their  investment 
diluted.  Do  any  of  you  see  any  problems  in  this  area  that  this  com- 
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mittee  or  the  SEC  ought  to  be  involved  in?  And  if  so,  is  there  some- 
thing that  we  could  be  doing  about  it? 

Mr.  Fink.  I  think  these  three  gentlemen  get  off  the  hook  in  say- 
ing that  they're  all  mutual  funds  and  not  closed  end  funds. 

I  can't  get  off  the  hook!  We  are  looking  into  it.  Our  staff  is  look- 
ing at  it,  but  if  I  could  submit  something  for  the  record  afterward, 
Senator. 

Senator  Dodd.  Good.  Do  you  have  any  comments  on  it? 

Mr.  RlEPE.  Yes.  I  would  give  you,  as  long  as  you  invite  it,  a  per- 
sonal comment  on  it. 

When  we  look  at  them  as  investments,  on  the  investment  side, 
the  concept  of  a  rights  offering  is  not  by  its  nature  bad  or  wrong, 
but  like  a  lot  of  things,  can  be  abused.  And  what  happens  is  if 
these  discounts  are  made  so  large,  that  then  those  who  don't  par- 
ticipate really  are  disadvantaged  and  diluted  in  a  way  that  a  lot 
of  people  would  think  is  unfair  to  them. 

And  so,  the  idea  of  having  a  discount  to  induce  people  to  partici- 
pate is  OK,  but  it's  a  question  of  degree.  And  some  of  the  ones  cer- 
tainly I've  seen,  I  would  say  are  abusive.  And  I  think  Matt  is  right, 
that  the  SEC  is  the  right  group  to  be  looking  at  it. 

Senator  Dodd.  And  you're  going  to  also  share  some  thoughts. 
We'd  like  to  hear  them.  I  didn't  raise  this  with  the  Chairman  and 
we  wanted  to  get  some  of  the  broader  questions  earlier.  This  is,  I 
say,  rather  esoteric,  unless  you're  really  involved  in  this.  We're 
talking  about  rights  offerings  and  closed  end  funds  here.  This  is  a 
subject  matter  that  may  glaze  over  the  eyes  of  people,  anyway. 

Mr.  Fink.  It  went  over  me. 

[Laughter.] 

Senator  Dodd.  This  last  one  has  to  do  with  derivatives.  Again, 
mutual  funds,  like  a  lot  of  the  sophisticated  financial  institutions 
that  are  making  greater  use  of  the  so-called  derivatives,  such  as  in- 
terest rate  swaps  and  currency  futures,  other  new  financial  instru- 
ments, obviously,  have  been  an  attractive  way  for  some  of  our  large 
institutions  to  hedge  against  various  types  of  market  risks,  and 
that's  to  be  commended.  That's  your  responsibility  in  many  ways 
as  well. 

But  in  other  ways,  such  as  the  rights  offerings,  there  can  be 
abuses  in  these  areas.  I  would  consider  and  invite  your  comments 
on  that  particular  question. 

Again,  I  want  to  make  it  clear  here,  as  the  chairman  of  this  com- 
mittee, like  you,  Jim,  the  rights  offerings  have  value.  Derivatives 
have  value  to  reduced  risk.  So  don't  misunderstand  the  question  as 
being  a  negative  reaction  to  it,  but  there  are  some  potentials  here 
that  could  create  some  real  abuses  and  get  us  to  the  point  that  I 
don't  want  to  see  us  get  to,  where  we're  sitting  here  having  a  much 
different  kind  of  a  hearing  on  this  subject. 

Mr.  Graham.  Well,  I'll  start  off.  I  would  agree  that  derivatives 
do  have  potential  both  for  being  very  useful  and  also  for  being  very 
dangerous. 

I  think,  for  the  most  part,  mutual  funds  have  used  derivatives 
in  a  useful  manner.  They  have  used  them  for  hedging  techniques 
to  actually  reduce  volatility  rather  than  for  speculative  purposes 
which   would  increase  volatility.  The  danger  comes,   obviously,  if 
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they  are  being  used  in  a  speculative  manner  and  there's  not  ade- 
quate disclosure  of  the  risks  made  to  the  shareholders. 

I  think  the  issue  really  comes  down  to  whether  the  shareholder, 
the  investor,  knows  the  extent  to  which  derivatives  are  going  to  be 
used  and  the  risks  that  are  associated  with  the  use  of  those  deriva- 
tives. 

Mr.  Williamson.  I  would  agree.  It  goes  to  the  heart  of  the  in- 
vestment adviser  pursuing  the  objective  that  was  committed  to  in 
the  prospectus.  So  long  as  that  is  the  activity,  I  think  it's  appro- 
priate. When  it  strays  from  the  investment  objective,  it's  inappro- 
priate. 

Mr.  Riepe.  We  have,  I  think,  three  issues  with  derivatives.  They 
are,  as  Chairman  Levitt  said,  a  very  good  source  of  liquidity  and 
have  provided  an  additional  investment  tool  for  managers  in  the 
fund  industry  as  well  as  elsewhere. 

But  I  think  there  are  some  questions  and  one  is  the  regulatory 
question  where  you  have  the  underlying  securities  being  regulated 
by  the  SEC,  in  effect,  and  then  these  derivatives,  by  definition,  a 
derivative  of  the  underlying  security  being  regulated  by  a  totally 
separate  or  separate  organizations,  not  only  singular,  but  multiple 
organizations.  I  think  we  saw  in  1987  the  problems  that  can  arise 
out  of  that.  And  so,  I  have  concern  there. 

A  second  issue  with  derivatives  is  the  use  of  it  by  funds.  Mr. 
Graham  indicated  what  I  would  feel,  and  that  is  that  funds  can  use 
them  as  long  as  the  disclosure  is  adequate  and  as  long  as  they're 
used  as  hedging  and  not  speculation. 

The  third,  and  probably  the  most  troublesome  which  would  worry 
some  of  us,  is  the  providers  of  derivatives.  There's  enormous  lever- 
age inherent  in  derivatives.  The  banks  and  the  broker-dealers  and 
the  people  who  put  these  derivatives  together,  whether  they  would 
be  swaps  or  futures  or  all  the  various  hybrids  that  have  been  cre- 
ated, one  does  worry  that  sometime  one  of  these  black  boxes  don't 
work  out  just  the  way  that  they  have  thought  they  were  going  to 
work  out  and  all  of  a  sudden,  there's  a  minor  explosion  at  one  of 
these  institutions. 

You  see  little  indications  of  this  every  once  in  a  while  when  an 
institution  announces  that  they  had  a  $125  million  one-time  loss 
last  quarter  due  to  some  securities  that  they  had  that  didn't  work 
out.  Those  are  increasingly  derivative-sourced  issues. 

And  so,  I  do  worry  because  we  depend  on  these  markets  as  inves- 
tors. I  worry  about  that  issue. 

Senator  Dodd.  Yes.  Well,  I  think  you  framed  it  pretty  well.  And 
again,  I  think  Arthur  Levitt  and  the  SEC  are  very  sensitive,  a 
group  that  is  anxious  and  has  a  sense  of  balance  about  it,  which 
is  really  what  I  worry  most  about  and  I  hope  it's  clear.  As  I  say, 
this  is  still  unique  in  a  way,  to  be  holding  this  kind  of  a  hearing. 

I  want  to  emphasize  what  I  said  at  the  outset.  This  is  an  indus- 
try that's  done  tremendously  well.  It's  a  tremendous  opportunity 
for  generating  capital,  encouraging  savings  and  economic  security 
for  people. 

The  purpose  of  this  hearing  is  unique  in  that  there  isn't  a  crisis 
at  all.  There's  no  pending  piece  of  legislation  that  is  demanding 
your  input  and  your  involvement.  But  given  the  level  of  activity, 
and  I  think  you  ve  helped  us  frame  it  a  bit  better  here  in  terms 
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of  where  the  explosions  are  occurring,  and  maybe  that  word  is  not 
the  right  choice  of  words  to  describe  what's  happening,  but  cer- 
tainly a  greater  degree  of  activity  clearly  is  occurring  here,  so  that 
it's  important  for  us  to  really  look  at  these  issues  and  get  ahead 
of  them  before  a  problem  does  occur. 

I'm  deeply  grateful  to  all  of  you  for  your  efforts  and  your  help, 
not  just  in  your  appearance  here  today,  but  your  constant  involve- 
ment with  this  committee  and  keeping  us  abreast  and  informed  as 
to  what  your  own  thoughts  and  concerns  are. 

So  we'll  ask  you  to  stay  in  touch  with  us  as  we  move  along  here 
and  try  to  determine  some  of  these  issues,  not  the  least  of  which 
is  the  one  which  is  reflected  in  that  graph.  And  again,  I'll  just  tell 
you  what  I  told  you  earlier.  I  don't  know  how  this  will  end  up. 
We're  all  trying  to  do  the  same  thing.  There  are  some  who  are  op- 
posed to  it  and  it's  much  more  difficult  procedure  for  us  because 
of  the  budget  constraints  and  other  issues  we  face. 

Overcoming  a  point  of  order  on  something  like  this  is  a  very, 
very  difficult  thing  to  achieve.  But  I  think  it  s  helpful  to  have  the 
industry  generally  support  the  self-funding  approach.  So  we  thank 
you  for  that  as  well. 

On  that  note,  the  committee  will  stand  adjourned  until  further 
call  of  the  Chair. 

[Whereupon,  at  12:50  p.m.,  the  hearing  was  recessed.] 

[Prepared  statements  of  witnesses  and  additional  material  for 
the  record  follow:] 
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STATEMENT  OF  SENATOR  ALFONSE  M.  D'AMATO 

Committee  ox  Banking,  Housing,  and  Urban  Affairs 

Subcommittee  on  Securities 

November  9,  1993 

Mr.  Chairman,  I  commend  you  for  convening  today's  oversight  hearing  of  the  mu- 
tual fund  industry. 

The  asset  growth  of  the  mutual  fund  industry  over  the  last  decade  or  so  has  been 
truly  remarkable.  Mutual  fund  assets  have  grown  approximately  1,300  percent  since 
1980,  from  $135  billion  to  $1.9  trillion.  Mutual  funds  have  also  become  an  increas- 
ingly popular  investment  vehicle  among  individuals.  Today,  27  percent  of  house- 
holds own  mutual  funds  compared  to  6  percent  in  1980. 

Retirement  plans  have  also  increased  their  investments  in  mutual  funds.  At  the 
end  of  1992,  retirement  plan  assets  accounted  for  21  percent  of  total  mutual  fund 
assets  and  29  percent  of  total  IRA  assets  were  invested  in  mutual  funds. 

Mutual  funds  have  also  become  more  desirable  in  the  last  few  years  as  a  result 
of  the  record  low  interest  rates  paid  on  more  traditional  bank  investment  vehicles, 
such  as  certificates  of  deposit.  Many  investors,  particularly  those  who  live  off  inter- 
est income,  have  turned  to  mutual  funds  in  order  to  obtain  a  higher  interest  rate 
yield  on  their  investment. 

The  SEC  has  been  able  to  regulate  the  mutual  fund  industry  with  an  over  fifty 
year  old  rigorous  yet  flexible  body  of  law — :the  Investment  Company  Act  of  1940. 
While  there  is  adequate  statutory  authority  for  the  SEC  to  keep  apace  with  the 
huge  growth  of  the  mutual  fund  industry,  resources  to  monitor  the  market  are  whol- 
ly inadequate. 

The  SEC  regulates  the  mutual  fund  industry  with  only  260  staff  members.  As 
Chairman  Levitt  points  out  in  his  testimony,  in  1993  each  investment  company  ex- 
aminer was  responsible  for  $16.9  billion  of  investment  company  assets. 

Although  the  SEC  has  adequately  regulated  mutual  funds  so  far,  Congress  should 
work  with  the  SEC  to  ensure  the  agency  receives  sufficient  resources  to  monitor  this 
$1.9  trillion  market. 

I  look  forward  to  hearing  from  today's  distinguished  panel  of  witnesses.  Thank 
you,  Mr.  Chairman. 


STATEMENT  OF  SENATOR  JIM  SASSER 
Before  the  Senate  Banking  Committee  Hearing  on  Mutual  Fund  Oversight 

November  10,  1993 

Thank  you  Mr.  Chairman,  and  I  too  want  to  welcome  Chairman  Levitt  and  our 
distinguished  panel  of  witnesses  to  today's  oversight  hearing. 

The  mutual  fund  industry  is  truly  one  of  the  great  American  success  stories  of 
the  past  decade.  More  than  27  percent  of  American  households  now  own  shares  of 
mutual  funds,  and  its  explosive  growth  took  even  veteran  Wall  Street  watchers  by 
surprise. 

Much  to  the  great  credit  of  the  industry  and  the  SEC,  the  mutual  fund  industry 
has  been  remarkably  free  of  the  failures  and  scandals  that  rocked  other  financial 
sectors. 

It  is  very  encouraging  to  this  Senator  that  at  a  time  of  enormous  change  and 
growth,  we  have  the  capable  hand  of  Chairman  Levitt  at  the  helm  of  the  SEC. 

However,  I  am  concerned  that  the  SEC  may  not  be  able  to  keep  pace  with  the 
breakneck  speed  at  which  the  mutual  fund  industry  is  growing.  More  than  a  billion 
dollars  a  day  in  new  money  is  pouring  into  the  industry  and  463  new  funds  were 
registered  during  the  first  eight  months  of  this  year  alone. 

The  SEC  has  done  yeoman  work  overseeing  the  mutual  fund  industry.  And  once 
again  I  want  to  voice  my  praise  for  the  excellent  job  the  Commission  has  done.  How- 
ever, it  is  the  committee's  duty  today  to  determine  whether  SEC  resources  and  cur- 
rent regulations  and  legislation  can  meet  the  challenges  of  the  current  and  future 
mutual  funds  industry.  If  they  cannot,  Congress  must  take  quick  action  to  remedy 
the  situation. 

Once  again,  I  thank  the  Chairman  and  our  witnesses  and  I  look  forward  to  their 
testimony. 
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United  States  Senate 


September  23,  1993 


Honorable  Lloyd  M.  Bentsen 
Secretary  of  the  Treasury 
15th  and  Pennsylvania  Ave.,  NW 
Washington  DC,  20220 


Dear  Secretary  Bentsen, 


Following  the  October  1987  stock  market  crash,  the  Working 
Group  on  Financial  Markets  was  established  by  Executive  Order.  The 
Working  Group  consists  of  the  Secretary  of  the  Treasury,  as  Chair,  and  the 
Chairs  of  the  Board  of  Governors  of  the  Federal  Reserve  System,  the 
Securities  and  Exchange  Commission,  and  the  Commodities  Futures 
Trading  Commission.  The  Working  Group's  goals  are  "enhancing  the 
integrity,  efficiency,  orderliness,  and  competitiveness  of  our  Nation's 
financial  markets  and  maintaining  investor  confidence."  The  Working 
Group  was  formed  to  identify  major  issues  raised  by  various  studies  of  the 
October  1987  market  events  and  to  consider  recommendations  for 
governmental  actions  contained  in  those  studies. 

The  Working  Group  submitted  an  Interim  Report  in  May  1988. 
The  Report  made  a  number  of  specific  recommendations  intended  to  improve 
systemic  protections.  These  included  coordinated  "circuit-breaker" 
mechanisms;  improvements  to  the  credit,  clearing  and  settlement  system; 
and  a  review  of  capital  adequacy.   I  am  pleased  that  the  Congress,  the 
regulators  and  the  self-regulatory  organizations  have  taken  steps  to 
implement  these  recommendations.  The  Market  Reform  Act  of  1990,  the 
FDIC  Improvement  Act  of  1991,  and  the  Futures  Trading  Practices  Act  of 
1992  each  contain  provisions  designed  to  ensure  the  smooth  operation  of  the 
financial  markets. 

"  While  steps  have  been  taken  to  promote  the  functioning  of  the 
financial  markets,  the  need  for  coordination  among  the  Federal  financial 
regulatory  agencies  remains.   Indeed,  coordination  may  be  more  important 
than  ever,  as  technology  continues  to  foster  the  development  of  new 
products,  speed  the  flow  of  capital  and  information,  and  accelerate  the 
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Honorable  Lloyd  M.  Bentsen 


September  23,  1993 


globalization  of  the  financial  markets.   We  believe  the  Federal  financial 
regulatory  agencies  must  coordinate  their  activities  and  engage  in 
contingency  planning  to  the  extent  necessary  to  respond  quickly  and 
appropriately  to  any  future  episodes  of  extraordinary  market  volatility. 

The  May  1988  Interim  Report  concluded,  "Contingency  planning, 
including  the  continuation  of  the  Working  Group,  is  an  important,  ongoing 
responsibility  that  the  Working  Group  members  are  implementing."   The 
Report  further  recommended,  "The  Working  Group  should  continue  to 
function  as  a  coordinating  and  consulting  mechanism  for  intermarket 
issues."   We  believe  the  Working  Group  should  monitor  the  activities  of  the 
financial  markets  and  coordinate  mechanisms  to  maintain  the  integrity  of 
those  markets.   We  would  appreciate  your  views,  as  Chair  of  the  Working 
Group,  as  to  the  status  of  the  Working  Group  and  its  activities,  the 
adequacy  of  coordination  among  and  contingency  planning  by  the  agencies, 
and  whether  a  revitalized  Working  Group  would  be  helpful  in  that  regard. 


Alfonse  M.  D'Amato 
Ranking  Republican  Member 


onald  W.  Riegle, 
Chairman 


DWR/mlf 


cc:       Honorable  Alan  Greenspan,  Chairman, 

Board  of  Governors  of  the  Federal  Reserve  System 

Honorable  Arthur  Levitt,  Chairman, 
Securities  and  Exchange  Commission 

Honorable  Sheila  Bair,  Acting  Chairman 
Commodity  Futures  Trading  Commission 
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DEPARTMENT  OF  THE  TREASURY 

WASHINGTON,  DC. 

November  4,  199  3 

SECRETARY  OF  THE  TREASURY 

The  Honorable  Donald  W.  Riegle,  Jr. 

Chairman 

Committee  on  Banking,  Housing,  and 

Urban  Affairs 
United  States  Senate 
Washington,  DC   20510-6075 

Dear  Don: 

Thank  you  for  your  letter  of  September  23,  which  was  cosigned  by 
Senator  D'Amato,  concerning  the  Working  Group  on  Financial 
Markets.   I  am  sending  a  similar  reply  to  Senator  D'Amato. 

I  want  to  assure  you  that  the  other  members  of  the  Working  Group 
and  I  fully  share  your  view  of  the  importance  of  on-going 
coordination  among  the  Federal  financial  regulatory  agencies. 
Interagency  coordination  is  essential  to  promote  the  growth  and 
liquidity  of  this  Nation's  complex  financial  markets,  as  well  as 
to  facilitate  a  timely,  appropriate  Federal  response  to  any 
extraordinary  financial  market  volatility. 

In.  fact,  the  agencies  that  compose  the  Working  Group  have  been 
meeting  in  recent  months  at  the  principal  and  senior  staff 
levels.   The  meetings  have  given  officials  who  are  new  to  the 
Working  Group  a  chance  to  become  acquainted  and  have  provided  an 
opportunity  to  review  progress  on  intermarket  coordination  issues 
and  identify  any  aspects  of  contingency  plans  that  might  need  to 
be  updated.   I  have  asked  Under  Secretary  for  Domestic  Finance 
Frank  Newman  to  coordinate  Treasury  participation  in  the  Working 
Group,  and  he  has  been  attending  Working  Group  meetings. 

I  appreciate  your  interest  in  this  important  subject  and  look 
forward  to  continuing  the  Working  Group's  constructive 
relationship  with  the  Committee. 


Since 


cc:   The  Honorable  Alan  Greenspan 
The  Honorable  Arthur  Levitt 
The  Honorable  Sheila  C.  Bair 
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TESTIMONY  OF  ARTHUR  LEVITT 

Chairman,  U.S.  Securities  and  Exchange  Commission 

Concerning  the  Investment  Company  Industry 

November  10,  1993 

Chairman  Dodd  and  Members  of  the  subcommittee,  on  behalf  of  the  Securities 
and  Exchange  Commission,  I  am  pleased  to  appear  before  this  subcommittee  to 
present  the  Commission's  perspective  on  the  investment  company  industry,  an  in- 
dustry of  increasingly  critical  importance  to  this  nation's  economy. 

For  more  than  fifty  years,  this  industry  has  been  governed  by  the  provisions  of 
the  Investment  Company  Act  of  1940.  When  Congress  enacted  this  law,  it  recog- 
nized that  a  regulatory  scheme  more  extensive  than  the  disclosure  requirements  of 
the  existing  Federal  securities  laws  was  needed  to  govern  companies  that  are  large 

Kools  of  liquid  assets.  Because  of  the  great  potential  for  abuse  where  individuals 
ave  easy  access  to  liquid  assets,  among  other  things,  the  Act  requires  the  safekeep- 
ing and  proper  valuation  of  fund  assets,  restricts  transactions  with  affiliates,  limits 
leveraging,  mandates  equitable  treatment  of  shareholders  and  gives  investors  a 
voice  in  the  management  of  the  company.  The  investment  company  industry  has  re- 
mained remarkably  responsible  and  responsive  to  the  needs  of  its  investors,  in  large 
part  due  to  this  regulatory  framework. 

The  Investment  Company  Act  has  stood  the  test  of  time  because  it  has  been  flexi- 
ble enough  to  accommodate  the  tremendous  growth  and  change  in  the  investment 
company  industry,  particularly  in  the  last  several  years.  Through  the  Act's  broad 
rulemaking  and  exemptive  authority,  the  Commission  has  been  able  to  permit  the 
development  of  innovative  fund  management  techniques  and  entirely  new  types  of 
funds,  such  as  money  market  funds. 

This  subcommittee  has  recognized  the  importance  of  a  strong  Commission  regu- 
latory presence  in  the  industry,  and  has  vigorously  supported  our  administration  of 
the  Act.  I  look  forward  to  working  with  you,  the  other  Members  of  the  subcommittee 
and  your  staff  as  we  consider  the  important  issues  facing  the  Commission  and  the 
needs  of  investors. 

I  will  address  four  major  areas  in  my  testimony.  First,  I  will  discuss  the  state 
of  the  investment  company  industry  today,  focusing  especially  on  the  explosive 
growth  the  industry  has  experienced  over  the  last  decade.  Second,  I  will  review  the 
effect  of  this  growth  on  the  structure  of  the  investment  company  industry  and  the 
operation  of  the  securities  markets.  Third,  I  will  examine  the  effect  of  the  industry's 
growth  on  the  Commission's  ability  to  carry  out  its  regulatory  duties.  Finally,  I  will 
highlight  the  administrative  and  legislative  initiatives  that  the  Commission  is  con- 
sidering. 

State  of  the  Investment  Company  Industry 

The  growth  and  success  of  the  investment  company  industry  in  recent  years  has 
been  dramatic.  Since  1980,  investment  company  assets  have  grown  at  a  compound 
annual  rate  of  22.4  percent,  doubling  every  four  years.  By  far  the  most  popular  form 
of  investment  company  is  the  open-end  management  investment  company,  com- 
monly known  as  a  mutual  fund.1  Mutual  funds  now  account  for  85  percent  of  the 
$2.2  trillion  in  investment  company  assets  (Chart  1). 

In  August  1993,  there  were  4,320  separate  mutual  fund  portfolios,  an  increase  of 
666  percent  from  the  564  that  existed  at  the  beginning  of  the  1980s.  During  that 


1The  other  two  major  types  of  investment  companies  are  closed-end  funds  and  unit  invest- 
ment trusts.  Closed  end  funds  issue  a  fixed  number  of  shares.  Unlike  mutual  fund  shareholders, 
closed-end  fund  shareholders  do  not  redeem  their  shares  through  the  fund.  Instead,  following 
the  fund's  initial  public  oftering,  investors  buy  and  sell  shares  on  a  secondary  market,  usually 
a  stock  exchange.  Closed-end  funds  are  often  used  as  vehicles  for  investing  in  foreign  securities, 
which  may  not  be  sufficiently  liquid  to  enable  mutual  funds  to  meet  their  obligation  to  redeem 
their  shares.  More  recently,  the  closed-end  fund  sector  has  been  fueled  by  the  tremendous 
growth  in  bond  funds,  primarily  municipal  bond  funds. 

Like  mutual  fund  shareholders,  unit  investment  trust  investors  may  redeem  their  shares 
through  the  fund,  although  sponsors  often  choose  to  maintain  a  separate  secondary  market.  Un- 
like mutual  funds,  however,  unit  investment  trusts  hold  a  relatively  fixed  portfolio  of  securities 
that  is  not  actively  managed.  Unit  investment  trusts  are  particularly  popular  vehicles  for  invest- 
ing in  municipal  bonds.  This  segment  of  the  investment  company  industry  is  dominated  by  a 
few  major  sponsors.  As  of  August  31,  1993,  there  were  14,297  unit  investment  trust  portfolios 
with  approximately  $104.3  billion  in  assets.  Unit  investment  trusts  became  very  popular  during 
the  high  interest  rate  periods  of  the  early  to  mid-1980s.  Growth  in  this  sector  has  recently 
stalled,  however,  because  of  lower  rates  and  the  growing  popularity  of  closed-end  municipal 
bond  funds. 
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same  time  period,  total  mutual  fund  assets  soared  from  $135  billion  to  over  $1.9 
trillion,  an  increase  of  more  than  1,300  percent  (Chart  1).  On  average,  since  Janu- 
ary 1993,  roughly  $23  billion  of  new  money  has  flowed  into  mutual  funds  each 
month  (Chart  2). 

Investors  increasingly  choose  mutual  funds  as  their  primary  cash  management 
and  investment  vehicle.  From  1980  to  1992,  the  percentage  of  U.S.  households  that 
own  funds  quadrupled  from  6  percent,  or  12.1  million  accounts,  to  27  percent,  or 
86  million  accounts  (Chart  3).  Mutual  funds  hold  almost  16  percent  of  all  household 
discretionary  assets,  more  than  twice  the  figure  of  ten  years  ago. 

Some  of  the  growth  in  the  mutual  fund  industry  can  be  attributed  to  changes  in 
the  way  individuals  and  institutions  invest  for  retirement.  During  the  1980s,  mu- 
tual funds  became  an  important  vehicle  for  retirement  savings,  as  defined  contribu- 
tion plans  became  increasingly  popular.2  In  addition,  Individual  Retirement  Ac- 
counts (ERAs)  have  assumed  a  significant  role  in  retirement  planning.  The  mutual 
fund  is  the  most  popular  form  of  IRA  investment  vehicle,  with  over  $211  billion  in 
IRA  assets  invested  in  mutual  funds,  or  about  29  percent  of  all  ERA  investments 
(Chart  4).  By  the  end  of  1991,  the  influx  of  ERA  and  401(k)  money  propelled  retire- 
ment plan  investments  in  mutual  funds  to  over  $270  billion.  We  expect  retirement 
money  to  continue  to  flow  into  mutual  funds  as  more  employers  replace  defined  ben- 
efit plans  with  401(k)  and  other  defined  contribution  plans. 

The  rechanneling  of  money  from  other  financial  services  intermediaries  also  has 
fueled  the  growth  of  the  investment  company  industry.  Between  1980  and  June 
1993,  for  example,  assets  of  life  insurance  companies  grew  only  21  percent  as  fast 
as  mutual  fund  assets.  During  this  same  period,  bank  deposits  grew  only  11  percent 
as  fast  (Chart  5).  One  analyst  estimated  that  as  much  as  40  percent  of  mutual  fund 
net  cash  inflow  has  come  from  bank  deposits.3  Because  of  the  current  sustained  pe- 
riod of  low  interest  rates,  bank  depositors  have  sought  higher  rates  of  return.  Banks 
have  responded  by  expanding  their  presence  in  the  mutual  fund  business.  During 
the  past  five  years,  bank  mutual  funds  have  grown  from  213  portfolios  with  $35.4 
billion  in  assets  to  1,156  portfolios  with  $194.7  billion  in  assets.  Today,  more  than 
110  banks  or  their  affiliates  offer  mutual  funds  and  this  number  is  growing  almost 
weekly.  Bank-managed  funds  are  now  one  of  the  fastest  growing  segments  of  the 
mutual  fund  industry,  comprising  almost  one  quarter  of  all  mutual  fund  portfolios 
(Chart  6).4 

Effect  of  Growth  on  the  Investment  Company  Industry  and  the  Operation 
of  the  Securities  Markets 

A.  Changes  in  the  Structure  of  the  Investment  Company  Industry 

The  growth  of  the  investment  company  industry  has  been  accompanied  by  dra- 
matic changes  in  the  industry's  structure.  Before  1975,  the  industry  was  character- 
ized by  single  or  stand-alone  funds  operated  by  a  founding  entrepreneur,  and  small 
groups  of  three  or  four  funds.  Mutual  fund  sponsors  were  almost  exclusively  broker- 
dealer  or  investment  advisory  firms.  A  severe  bear  market  in  1973  and  1974  caused 
mutual  fund  assets  to  shrink  40  percent  and  caused  many  to  wonder  about  pros- 
pects for  the  future  of  the  industry. 

New  products  and  enhanced  investor  services  invigorated  the  fund  industry. 
Money  market  funds  first  appeared  in  the  mid-1970s,  and  municipal  bond  funds  ap- 
peared shortly  thereafter.  The  1980s  saw  an  unprecedented  proliferation  of  the 
number  and  variety  of  fund  products  available  to  the  public  so  that,  by  the  end  of 
the  decade,  investors  had  quick  and  easy  access  to  practically  every  type  of  invest- 
ment instrument  through  the  medium  of  an  investment  company.  Today,  one  well- 
known  mutual  fund  tracking  service,  Lipper  Analytical  Services,  Inc.,  identifies  32 
separate  types  of  equity  mutual  funds,  and  49  types  of  funds  that  invest  primarily 
in  debt  and  money  market  securities. 

Most  mutual  funds  now  are  components  of  investment  company  "complexes,"  large 
groups  of  mutual  fund  portfolios  covering  a  wide  range  of  investment  objectives  with 
a  common  investment  adviser,  underwriter,  or  sponsor.  Over  600  such  complexes 


2  In  a  defined  contribution  plan,  an  employee's  retirement  income  is  linked  to  the  level  of  em- 
ployee and  employer  contributions,  and  the  performance  of  the  investment  vehicles  selected  by 
the  employee.  Most  employee-directed,  defined  contribution  plans  are  organized  in  accordance 
with  the  provisions  of  section  401(k)  of  the  Internal  Revenue  Code.  Unlike  a  defined  contribution 
plan,  a  defined  benefit  plan  contemplates  an  employer  promising  to  pay  retirement  benefits 
based  generally  on  an  employee's  salary  and  length  of  service. 

3 Banks  Offer  New  Investment  Products  to  Stem  Consumer  Exodus  From  CDs,  The  Wall  Street 
Journal,  March  25,  1993,  at  A-2  (quoting  George  Salem,  Banking  Analyst,  Prudential  Securi- 
ties). 

4 Id.  Many  banks  also  sell  funds  managed  by  other  sponsors. 
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now  exist,  ranging  in  size  from  the  largest  complex  of  203  portfolios  and  over  $200 
billion  in  assets  to  the  smallest  with  two  portfolios  and  $5  million  in  assets.  The 
100  largest  complexes  manage  about  84  percent  of  the  industry's  assets. 

Because  of  the  increasing  diversity  of  mutual  fund  investors,  many  fund  com- 
plexes have  focused  on  improving  the  economy  and  flexibility  of  their  distribution 
channels.  The  fund  industry  recently  has  developed  two  new  methods  of  distribu- 
tion: "multiclass"  portfolios  and  "master-feeder"  funds.  In  a  multiclass  arrangement, 
a  mutual  fund  offers  portfolios  that  have  several  classes  of  shares,  with  each  class 
subject  to  a  different  distribution  arrangement,  but  representing  interests  in  the 
same  pool  of  investments.  The  classes  are  often  targeted  to  different  groups  of  po- 
tential shareholders  and  usually  differ  with  respect  to  distribution  expenses  and  the 
way  shares  are  purchased  and  redeemed.  The  multiclass  structure  enables  a  fund 
to  sell  different  share  classes  through  different  intermediaries,  such  as  banks,  bro- 
kers, and  financial  planners.  These  multiclass  arrangements  also  give  investors  var- 
ious options  regarding  the  types  of  services  they  receive  and  the  method  of  paying 
distribution  charges. 

In  a  master-feeder  system,  a  fund  sponsor  organizes  and  offers  separate  fund 
portfolios.  These  feeder  portfolios  are  identical  except  that,  like  the  classes  in  a 
multiclass  structure,  each  is  sold  to  different  groups  of  similarly  situated  customers, 
who  may  have  different  investment  constraints  and  may  require  different  services. 
These  feeder  portfolios  do  not  invest  directly  in  securities,  but  rather  invest  in  a  sin- 
gle master  fund,  which,  in  turn,  invests  in  securities.  In  essence,  this  structure 
unbundles  the  usual  investment  company  functions  into  two  components.  The  activi- 
ties relating  to  investment  management  and  custody  are  performed  by  the  master 
portfolio,  wnile  the  activities  relating  to  marketing,  distribution  and  shareholder 
servicing  are  performed  by  the  feeder  and  tailored  to  meet  the  needs  of  its  investors. 

B.  Effect  of  Investment  Company  Growth  on  the  Capital  Markets 

Mutual  funds  and  other  investment  companies  have  had  a  profound  effect  on  the 
daily  operation  of  the  financial  markets.  Stock  mutual  funds  have  become  a  domi- 
nant force  in  the  markets  as  individuals  increasingly  choose  mutual  funds  as  their 
stock  market  investment  vehicles.  Stock  mutual  funds  are  by  far  the  largest  net 
purchasers  of  U.S.  equities.  In  1992,  stock  funds  accounted  for  96  percent  of  the  new 
money  flowing  into  exchange-listed  stocks.5  On  some  days,  the  country's  largest  mu- 
tual fund  manager  and  its  brokerage  subsidiaries  generate  as  much  as  10  percent 
of  the  total  trading  volume  on  the  New  York  Stock  Exchange.6 

Mutual  funds  and  other  investment  companies  have  become  significant  pur- 
chasers not  only  of  equity  securities  but  also  of  municipal  securities.  The  participa- 
tion of  these  funds  has  resulted  in  significant  savings  for  municipalities.  One  source 
estimated  that  municipalities  saved  $230  million  in  1992  because  they  were  able  to 

filace  large  amounts  of  their  municipal  securities  with  a  small  number  of  mutual 
und  purchasers.7 

During  the  1980s,  the  range  of  mutual  fund  portfolio  investments  expanded  to  in- 
clude new  types  of  financial  instruments  such  as  mortgage-  and  other  asset-backed 
securities.  Government  securities  funds,  and  other  income  funds,  are  major  pur- 
chasers of  these  securities.  Approximately  154  mutual  fund  portfolios  with  almost 
$105.5  billion  in  assets  now  invest  primarily  in  mortgage-backed  securities.  Billions 
of  additional  dollars  of  Ginnie  Mae,  Fannie  Mae  and  Freddie  Mac  securities — which 
are  essentially  securitized  consumer  mortgages8 — are  held  by  mutual  funds  that  in- 
vest in  U.S.  government  agency  securities  of  all  types.  By  investing  in  these 
securitized  loans,  mutual  funds  play  a  significant  role  in  ensuring  that  adequate 
funds  are  available  for  homeowners. 

Over  the  last  several  years,  this  process  of  securitization  has  gradually  extended 
to  consumer  lending,  increasing  the  role  mutual  funds  play  in  providing  consumer 
credit.  Banks  and  other  consumer  lending  institutions  are  increasingly  securitizing 
and  selling  their  loans  in  the  secondary  market,  where  investment  companies  are 


5  The  Power  of  Mutual  Funds,  BUSINKSS  WEEK,  January  18,  1993,  at  64. 

eMutual  Funds  Have  Become  Dominant  Buyers  of  Stock,  The  Wall  Street  Journal,  May  22, 
1993,  atC-1. 

1The  Power  of  Mutual  Funds,  supra  note  5. 

8 "Securitization"  is  generally  defined  as  the  process  by  which  funding  that  traditionally  was 
obtained  from  commercial  lenders,  such  as  banks  and  finance  companies,  is  obtained  instead 
through  the  use  of  securities.  See  Protecting  Investors:  A  Half  Century  of  Investment  Company 
Regulation,  Division  of  Investment  Management,  U.S.  Securities  &  Exchange  Commission  at  2, 
n.  3  (May  1992). 

BAn  additional  $13  billion  in  unit  investment  trusts  that  invest  in  mortgage-backed  securities 
were  offered  from  1980  through  1991. 
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a  leading  purchaser.  Fund  investment  in  these  asset-backed  securities  frees  up  cap- 
ital that  can  be  used  to  extend  more  credit. 

The  fund  industry  has  contributed  to  the  market  in  derivative  securities  as  well. 
Many  international  funds,  and  other  funds  with  significant  foreign  securities  hold- 
ings, use  derivatives  to  hedge  against  the  risk  of  foreign  currency  fluctuations.  In 
addition,  some  domestic  stock  and  bond  funds  use  stock  index  futures  or  interest 
rate  futures  to  attempt  to  hedge  against  a  future  decline  in  the  general  level  of 
stock  or  bond  prices  without  incurring  the  considerable  expense  of  liquidating  large 
portfolio  positions.  Other  funds  write  covered  call  options  to  generate  additional 
portfolio  income.  In  short,  the  growth  of  investment  company  assets  has  signifi- 
cantly increased  liquidity  in  many  sectors  of  our  capital  markets. 

Investment  companies  have  not  just  contributed  to  our  expanding  domestic  capital 
markets;  particularly  in  the  last  decade,  they  have  opened  the  foreign  markets  to 
investors.  Since  1981,  assets  of  funds  that  invest  primarily  in  foreign  markets  have 
skyrocketed  from  under  $2.5  billion  to  $108.5  billion.  Over  530  investment  compa- 
nies invest  a  majority  of  their  assets  in  securities  of  non-U.S.  issuers.  Investment 
companies  also  have  been  an  important  source  of  capital  for  emerging  markets.  Sev- 
enty-seven open-end  and  closed-end  international  funds  with  $13.5  billion  in  assets 
concentrate  their  investments  in  emerging  markets  in  Latin  America,  Asia  and 
Eastern  Europe. 

Some  recent  articles  have  suggested  that  the  presence  of  mutual  funds  could  con- 
tribute to  instability  in  the  financial  markets.1  For  example,  certain  observers  be- 
lieve that,  in  the  face  of  a  declining  market,  large  numbers  of  shareholders  in  equity 
funds  would  redeem  their  shares,  exacerbating  the  decline.  In  past  periods  of  mar- 
ket stress,  however,  shareholders  in  equity  funds  have  not  responded  so  uniformly: 
some  redeemed  their  shares  for  cash;  some  moved  their  holdings  to  a  money  market 
fund  or  other  fund  portfolio  within  their  complex;  and  others  apparently  viewed 
these  periods  as  opportunities  to  purchase  additional  fund  shares.  At  least  one  anal- 
ysis suggests  that  retail  fund  investors  have  had  more  staying  power  during  unsta- 
ble markets  than  some  institutional  investors.11  Nevertheless,  we  recognize  that  the 
past  is  not  necessarily  a  good  predictor  of  future  events  in  the  financial  markets. 

One  of  the  principal  attractions  of  a  mutual  fund  for  investors  is  the  ease  with 
which  its  shares  can  be  bought  and  sold.  Under  the  Investment  Company  Act,  mu- 
tual funds  must  redeem  their  shares  on  demand  and  pay  redemption  proceeds  with- 
in seven  days.  Many  fund  complexes  have  enhanced  these  redemption  rights  by  pay- 
ing redemption  proceeds  within  a  shorter  period  of  time  and  by  permitting  tele- 
phone redemptions  and  exchanges.  Recent  news  accounts  have  suggested  that  a  re- 
deeming mutual  fund  shareholder  might  not  receive  cash,  but  might  be  forced  to  ac- 
cept portfolio  securities  upon  redemption  through  a  "payment  in  kind."12  Under  cur- 
rent Commission  guidelines,  fund  managers  must  structure  their  portfolios  in  order 
to  meet  redemption  requests  and,  if  necessary,  to  reduce  portfolio  holdings  in  an  or- 
derly fashion.  For  example,  at  least  85  percent  (90  percent  for  money  market  funds) 
of  a  fund's  assets  must  be  invested  in  liquid  securities.13  Normally  funds  have  a 
much  higher  percentage  of  their  assets  in  liquid  instruments.  Furthermore,  in  the 
wake  of  the  dramatic  market  decline  in  October  1987,  many  mutual  funds  began 
holding  a  significant  portion  of  their  assets  in  instruments  readily  convertible  to 
cash  so  that  they  would  be  better  able  to  meet  redemptions.  Consistent  with  sound 
portfolio  management  practice,  funds  currently  maintain  an  average  of  7  percent  of 
their  assets  in  cash  equivalents  such  as  overnight  repurchase  agreements  and  treas- 
ury bills.  This  cash  cushion  makes  it  more  likely  that  a  fund  will  be  able  to  meet 
redemption  requests  in  cash.  Although  the  Investment  Company  Act  permits  mu- 
tual funds  to  make  in-kind  redemptions,  the  Commission  is  not  aware  of  any  in- 
stance where  a  fund  could  not  redeem  its  shares  in  cash  due  to  a  market  decline. 

Commission  Resources  Available  to  Regulate  and  Monitor  Investment  Com- 
panies 

The  continued  growth  of  the  investment  company  industry  and  the  stability  and 
safety  of  the  markets  depend  largely  on  the  Commission's  ability  to  monitor  fund 
activities  and  respond  to  developments  in  the  industry.  Unfortunately,  at  a  time 
when  more  and  more  investors  are  entrusting  their  savings  to  investment  compa- 
nies, the  SEC's  resources  have  lagged  far  behind  industry  growth.  In  1983,  the  SEC 


10 See,  e.g.,  Lappen,  Fund  Follies,  "The  Big  Scare",  Institutional  Investor,  October  1993,  at  42. 

11  "A  Mutual-Fund  Mania?,"  Morningstar  Mutual  Funds  (October  1,  1993). 

12  Antilla,  In  the  Face  of  a  Fund  Panic  .  .  .  ,  N.Y.  Times,  June  27,  1993,  sec.  3  at  13. 

13  A  liquid  asset  is  one  that  can  be  sold  or  disposed  of  in  the  ordinary  course  of  business  with- 
in seven  days  at  approximately  the  value  at  which  the  fund  has  valued  the  investment.  See 
Guide  4,  Form  N-1A. 
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had  approximately  127  staff  to  oversee  6,400  investment  company  portfolios  with 
aggregate  assets  of  about  $360  billion — an  average  of  50  portfolios  and  $2.8  billion 
of  assets  under  management  for  each  staff  member.14  Despite  a  105  percent  in- 
crease in  investment  management  staff  to  260  over  the  past  ten  years,  by  last  year 
there  were  almost  21,000  investment  company  portfolios,  or  79  portfolios  and  $8.85 
billion  in  assets  per  staff  member.15 

To  maintain  an  adequate  inspection  capability  in  the  face  of  the  enormous  growth 
in  the  size  and  complexity  of  the  investment  company  industry,  the  Commission  has 
gradually  reallocated  its  investment  management  staff  to  inspections  from  other  im- 
portant activities,  such  as  reviewing  prospectuses,  and  handling  exemptive,  inter- 
pretive and  no-action  requests.  In  1983,  43  investment  company  examiners — ap- 
f>roximately  one-third  of  the  investment  management  staff — were  each  responsible 
or  $7.9  billion  of  investment  company  assets  and  148  portfolios.  In  1993,  approxi- 
mately one-half  of  our  staff — 133  examiners — was  devoted  to  investment  company 
inspections,  yet  each  examiner  was  still  responsible  for  a  staggering  $16.9  billion 
of  investment  company  assets  and  158  portfolios.  The  strain  on  our  inspection  staff 
has  not  come  about  simply  because  of  the  increase  in  the  size  and  number  of  invest- 
ment company  portfolios;  it  is  also  the  result  of  the  many  new  types  of  funds,  the 
complex  financial  instruments  in  which  they  now  invest,  the  changing  organiza- 
tional and  distribution  structures  of  funds  and  the  geographical  dispersion  of  fund 
service  providers,  including  the  entry  of  foreign  investment  managers. 

Thus,  even  though  staff  levels  have  risen,  the  Commission  has  been  forced  to  re- 
duce the  scope  and  the  frequency  of  examinations  over  the  past  decade.  Although 
there  are  now  almost  21,000  portfolios,  only  certain  non-money  market  portfolios 
within  the  100  largest  fund  complexes,  1,070  money  market  funds,  and  156  medium 
and  small  complexes  were  inspected  in  1993.  Virtually  all  of  these  inspections  were 
limited  in  scope,  focusing  primarily  on  portfolio  management  to  determine  whether 
fund  activities  were  consistent  with  the  information  given  investors  and  whether 
funds  accurately  valued  their  shares.  Fund  marketing  and  shareholder  services,  for 
example,  were  rarely  scrutinized. 

The  vitality  and  continued  success  of  the  investment  company  industry,  to  a  great 
extent,  rests  on  public  trust  and  confidence.  Typically,  investments  in  funds  are  nei- 
ther insured  nor  guaranteed.  Nevertheless,  Commission  resources  for  investment 
company  supervision  have  been  far  more  scarce  than  resources  available  to  other 
financial  regulators.  Even  though  the  investment  company  industry  is  two-thirds 
the  size  of  bank,  thrift  and  credit  union  assets,  the  entire  Commission  had  only  260 
staff  for  its  1993  investment  management  program  compared  to  almost  21,000  staff 
available  for  the  oversight  of  banks,  thrifts  and  credit  unions.16  The  ratio  of  $8.8 
billion  in  investment  company  assets  per  staff  member  is  thus  59  times  larger  than 
the  $150  million  in  bank,  thrift  and  credit  union  deposits  per  staff  member. 

These  figures  reveal  a  serious  shortfall  in  the  Commission's  resources  to  oversee 
one  of  the  fastest  growing  and  most  important  segments  of  the  financial  services  in- 
dustry. In  this  era  of  budgetary  restraint,  we  continue  to  look  for  new  ways  to  meet 
this  challenge.  In  the  past  month,  for  example,  we  have  shifted  the  emphasis  of  our 
fund  inspection  program  from  examining  annually  funds  in  the  100  largest  com- 
plexes to  focusing  upon  small  and  medium  investment  company  complexes  that  may 
not  have  compliance  systems  as  developed  as  the  larger  or  more  established  com- 
plexes. During  these  inspections,  the  staff  now  obtains  as  much  data  as  possible  in 
an  electronic  format  to  eliminate  worker-intensive  data  entry  in  order  to  analyze 
fund  activity.  While  most  funds  try  to  accommodate  the  staffs  request,  incompatible 
computer  systems,  lack  of  software  and  uniform  formats  for  data  often  prevent 
funds  from  providing  data  electronically. 

In  another  effort  to  use  scarce  resources  as  efficiently  as  possible,  we  also  intend 
to  consider  a  risk  assessment  system  for  all  investment  companies.  Such  a  system 
would  contemplate  frequent  reporting  by  all  management  investment  companies  of 
their  portfolio  transactions  and  positions.  This  data  could  be  analyzed  to  identify 
trends  for  review  earlier  than  is  now  possible  and  to  target  for  inspection  companies 
whose  activities  are  at  great  variance  with  those  of  their  peers. 


"Numbers  of  "staff  or  "examiners"  are  based  on  staff  years  (or  full-time  equivalent)  as  used 
in  the  Commission's  budget. 

16This  figure  includes  the  portfolios  of  closed-end  investment  companies  and  unit  investment 
trusts  as  well  as  open-end  companies.  See  supra  note  1  and  accompanying  text. 

16 This  figure  represents  fiscal  year  1992  stafT  levels  at  the  Federal  Deposit  Insurance  Cor- 
poration, the  Office  of  the  Comptroller  of  the  Currency,  the  Office  of  Thrift  Supervision,  and 
the  National  Credit  Union  Administration.  This  figure  does  not  include,  however,  Federal  Re- 
serve staff  figures,  which  are  not  publicly  available. 
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Despite  our  best  efforts  at  resource  management,  the  Commission  needs  more  and 
better  trained  people  to  deal  with  the  growing  complexity  of  this  industry.  If  nothing 
is  done  to  add  to  our  ranks,  the  task  the  staff  faces  may  become  too  great  to  provide 
any  real  measure  of  deterrence  or  investor  protection.  Additional  resources  would 
permit  the  Commission  to  add  significantly  to  the  size  of  its  examination  staff.  With 
150  new  staff  members,  for  example,  comprehensive  inspections  of  the  over  600  me- 
dium and  small  fund  complexes  could  be  done  once  every  three  years,  rather  than 
the  current  cycle  of  limited  inspections  every  four  to  five  years.  These  broader  and 
more  frequent  inspections  would  focus  on  the  many  new  entrants  in  the  business 
that  often  have  less  developed  internal  compliance  systems.  In  addition,  comprehen- 
sive inspections  of  all  funds  and  all  activities  within  the  100  largest  fund  complexes 
could  be  performed  on  a  regular  basis  such  as  a  two-year  cycle.  These  comprehen- 
sive examinations  would  provide  an  additional  level  of  comfort  that  is  now  sacrificed 
with  the  limited  scope  examinations. 

More  resources  in  other  areas  of  the  investment  company  program  could  be  used 
to  increase  the  number  of  prospectuses  and  other  disclosure  documents  reviewed, 
an  important  step  in  ensuring  that  investors  receive  the  information  they  need  to 
make  investment  decisions.  Currently,  the  Commission  staff  reviews  approximately 
20  percent  of  all  investment  company  filings.  Increased  resources  also  would  enable 
the  staff  to  devote  more  time  to  exemptive  applications  and  no-action  and  interpre- 
tive requests,  and  to  accelerate  the  development  of  rules  to  address  the  many 
changes  in  the  industry  during  the  last  decade. 

Additional  appropriations  will  not  necessarily  address  a  more  fundamental  budg- 
etary concern.  The  Commission  cannot  continue  to  play  an  effective  role  in  the  safe 
and  orderly  growth  of  the  investment  company  industry  unless  the  current  manner 
in  which  it  is  funded — through  a  combination  of  appropriations  and  offsetting  fee 
collections — is  changed.  I  believe  it  is  critical  that  this  Congress  proceeds  with  legis- 
lation already  approved  by  the  House  to  institute  a  full  cost  recovery  system  of  self- 
funding  for  the  Commission.17  At  present,  funds  registering  under  the  Federal  secu- 
rities laws  pay  far  more  in  fees  than  the  Commission  spends  on  investment  com- 
pany regulation.  Last  year,  for  example,  the  Commission  collected  over  $91  million 
in  fees  from  the  industry,  but  expended  only  $23.4  million  on  regulation  of  these 
entities.  Among  other  things,  the  full  cost  recovery  system  of  funding  would  link  the 
Commission's  services  and  regulation  to  the  growth  of  the  industry,  as  reflected  by 
filing  fees. 

To  keep  pace  with  the  enormous  growth  of  the  investment  company  industry, 
however,  it  is  not  enough  simply  to  focus  on  the  Commission — additional  regulation 
by  the  industry  itself  is  necessary.  In  the  past,  the  investment  company  industry 
has  had  a  relatively  scandal-free  record.  For  this  to  continue,  however,  funds  must 
be  diligent  in  examining  their  internal  procedures  on  an  ongoing  basis  to  ensure  the 
highest  level  of  compliance.  New  initiatives  in  self-compliance  may  need  to  be  con- 
sidered and  adopted.  For  example,  investment  companies  may  need  to  appoint  com- 
pliance officers  with  internal  audit  responsibilities.  Finally,  some  form  oi  self-regu- 
latory organization  for  investment  companies  may  be  necessary. 

Commission  Initiatives 

Against  this  backdrop,  I  would  like  to  touch  briefly  upon  some  of  the  important 
regulatory  initiatives  that  the  Commission  is  considering.  These  initiatives  reflect 
our  efforts  to  use  the  Commission's  scarce  resources  as  effectively  and  efficiently  as 
possible  to  keep  pace  with  growth  and  developments  in  the  investment  company  in- 
dustry. 

A.  Improved  Disclosure 

The  proliferation  of  types  of  mutual  funds,  the  instruments  in  which  they  invest 
and  the  various  fee  structures  used  to  pay  for  distribution  have  given  investors 
more  choices  than  ever  before.  Choices  that  cannot  be  understood  by  the  typical  in- 
vestor, however,  offer  no  choice  at  all.  Thus,  it  has  become  increasingly  incumbent 
on  the  Commission  to  make  every  effort  to  see  that  investors  have  sufficient  infor- 
mation, in  an  understandable  format,  to  assess  the  risks  and  potential  rewards  of 
their  investments  and  to  make  informed  choices. 

Much  attention  has  been  given  recently  to  the  need  for  "plain  English" 
prospectuses.  I  agree  that  mutual  fund  prospectuses  should  be  easy  to  read.  But 
while  some  fund  prospectuses  are  long  and  hard  to  read,  it  is  important  to  recognize 
that  prospectuses  are  far  more  readable  now  than  in  the  past,  thanks  to  a  number 
of  steps  the  Commission  has  taken  to  improve  mutual  fund  disclosure.  Ten  years 
ago,  the  Commission  shortened  mutual  fund  prospectuses  by  separating  much  of  the 


17H.R.2239,  103d  Cong.,  1st  Sess.  (1993). 
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information  that  is  not  of  interest  to  most  investors  and  placing  that  information 
in  a  separate  document,  the  Statement  of  Additional  Information.  Five  years  ago, 
the  Commission  required  prospectuses  to  include  the  so-called  "fee  table,"  which  ap- 
pears at  the  front  of  the  prospectus  and  lists  key  transaction  expenses,  such  as  sales 
charges  and  operating  expenses.  This  year,  the  Commission  added  two  additional 
important  disclosure  requirements:  first,  the  prospectus  must  identify  a  fund's  port- 
folio manager;  second,  either  the  prospectus  or  the  annual  report  must  discuss  a 
fund's  performance  and  provide  a  graph  comparing  the  performance  to  an  appro- 
priate broad-based  securities  market  index.18  Last  November,  the  Commission  also 
amended  the  registration  form  for  closed-end  investment  companies  to  incorporate 
many  of  the  improvements  made  in  open-end  registrations  over  the  past  ten  years.19 

We  can  do  more,  however.  It  is  no  secret  that  some  prospectuses  are  more  read- 
able than  others.  This  is  frequently  the  case  when  a  prospectus  is  a  fund's  primary 
selling  tool.  Many  direct-marketed  funds,  for  example,  have  demonstrated  that 
prospectuses  can  be  understandable.  We  cannot  simply  mandate  "plain  English" 
prospectuses  because  regulators  cannot  appropriately  write  a  fund's  offering  docu- 
ments. We  can,  however,  create  incentives  for  funds  to  improve  their  prospectus  dis- 
closure— perhaps  by  encouraging  greater  use  of  these  documents  as  selling  tools. 

The  Commission  staff  continues  to  consider  ways  to  shorten  and  simplify  mutual 
fund  prospectuses.  For  example,  even  though  money  market  funds  are  the  safest 
type  of  mutual  fund,  their  prospectuses  tend  to  be  lengthy  and  complex,  primarily 
because  the  current  disclosure  requirements  were  not  designed  for  these  funds. 
The  staff  believes  it  can  rework  these  requirements  so  that  a  short  readable  pro- 
spectus can  be  written  containing  all  the  information  a  typical  money  market  inves- 
tor needs  to  know.  The  complicated  details  still  would  be  available  from  the  fund, 
but  only  upon  request. 

I  would  like  to  mention  two  other  areas  in  which  the  Commission  is  developing 
specific  initiatives  to  improve  the  flow  of  information  to  investors. 

1.  Simplified  Prospectuses 

In  March  of  this  year,  the  Commission  proposed  amendments  to  the  investment 
company  advertising  rules  to  permit  funds  to  use  a  simplified  prospectus  (sometimes 
referred  to  as  a  "summary"  or  "off-the-page"  prospectus).  This  proposal  would  give 
investors  the  option  of  purchasing  mutual  fund  shares  directly  from  advertisements 
containing  an  order  form.  To  use  this  format,  funds  would  have  to  include  in  their 
simplified  prospectuses  21  items  of  specific,  detailed  information  about  the  fund,  in- 
cluding risks,  standardized  presentation  of  rates  of  return,  and  a  table  showing  all 
fees  and  expenses.  All  of  that  information  would  be  based  upon  information  appear- 
ing in  the  longer  prospectus.  Very  little  of  this  information  currently  appears  in 
most  mutual  fund  advertisements. 

A  primary  objective  of  this  proposal  is  to  provide  investors  a  concise  presentation 
of  the  most  essential  information  relevant  to  an  investment  decision;  with  this  infor- 
mation and  format,  investors  would  be  able  to  make  comparative  judgments  about 
their  investment  alternatives.  Because  the  information  disclosed  should  be  more 
readable,  the  simplified  prospectus  should  not  encourage  impulsive  investment  deci- 
sions. 

Under  current  Commission  advertising  rules,  investors  reading  a  mutual  fund  ad- 
vertisement must  first  call  or  write  to  request  the  longer  prospectus;  only  after  they 
receive  that  prospectus  can  they  fill  out  an  order  form  and  send  it  to  the  fund.  The 
proposal  would  allow  investors  to  choose  between  waiting  for  the  longer  prospectus 
or  investing  directly.  Investors  still  could  request  the  longer  prospectus  before  buy- 
ing fund  shares.  In  all  cases,  they  would  receive  the  longer  prospectus  with  the  con- 
firmation of  the  sale. 

The  public  comment  period  for  this  proposal  closed  at  the  end  of  June.  The  Com- 
mission received  approximately  200  comment  letters,  many  suggesting  specific  modi- 
fications to  the  proposal.  The  Commission  will  carefully  consider  all  these  comments 
before  it  takes  any  action  upon  the  proposal. 

2.  Proxy  Disclosure 


18 Disclosure  of  Mutual  Fund  Performance  and  Portfolio  Managers,  Investment  Company  Act 
Release  No.  19382  (Apr.  6,  1993),  58  FR  19050  (Apr.  12,  1993). 

19 Registration  Form  for  Closed-End  Management  Investment  Companies,  Investment  Com- 
pany Act  Release  No.  191 15  (Nov.  20,  1992),  57  FR  56826  (Dec.  1,  1992). 

*°  For  example,  a  fund  is  required  to  describe  the  types  of  instruments  in  which  it  invests. 
For  a  typical  stock  fund,  the  response  is  simple:  common  stock.  Money  market  funds,  however, 
invest  in  a  growing  array  of  short-term  instruments  issued  by  different  types  of  institutions.  To 
describe  them  all  often  takes  several  pages  of  complex  terminology  in  frequently  overwhelming 
detail. 
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The  staff  is  reviewing  its  proxy  rules  under  the  Investment  Company  Act  that 
supplement  the  basic  proxy  disclosure  requirements  under  the  Securities  Exchange 
Act  of  1934.  These  provisions — relating  to  shareholders'  election  of  directors  and  ap- 
proval of  a  fund's  advisory  contract — have  not  been  comprehensively  reviewed  since 
they  were  adopted  in  1960.  The  staff  is  considering  ways  to  improve  fund  proxy 
statements,  such  as  requiring  additional  disclosure  of  compensation  paid  to  fund  di- 
rectors and  incorporating  a  variation  of  the  fee  table  to  assist  investors  in  assessing 
the  effects  of  proposed  fee  increases. 

I  fully  support  all  efforts  to  improve  the  readability  of  prospectuses  and  the  acces- 
sibility of  information  to  investors.  We  will  continue  to  explore  ways  to  improve 
prospectuses  and  other  disclosure  documents  in  order  to  pursue  the  paramount  goal 
of  making  sure  that  investors  receive  clear,  accurate  information. 

B.  Tax-exempt  Money  Market  Funds 

The  Commission  continues  to  place  a  high  priority  on  the  safety  of  money  market 
funds.  In  1991,  in  response  to  defaults  of  commercial  paper  held  by  several  taxable 
money  market  funds,  the  Commission  amended  its  money  market  fund  rule  to  es- 
tablish portfolio  quality  and  diversification  standards  for  these  funds.  The  Commis- 
sion did  not  apply  these  standards  to  funds  that  limit  their  investments  to  tax-ex- 
empt instruments  because  of  certain  unique  characteristics  of  the  market  for  these 
instruments.  For  example,  because  of  the  limited  number  of  issuers  in  many  states, 
few  tax-exempt  funds  investing  in  instruments  issued  by  municipal  entities  in  a  sin- 
gle state  could  operate  under  the  diversification  requirements  applicable  to  other 
money  market  funds.  In  addition,  the  principal  issuers  of  tax-exempt  instruments, 
state  and  local  governments,  present  questions  regarding  credit  quality  different 
from  the  issuers  of  commercial  paper  purchased  by  taxable  funds. 

The  Commission  will  soon  consider  further  revisions  to  its  money  market  fund 
rule  to  set  forth  appropriate  diversification  standards  for  funds  investing  in  tax-ex- 
empt instruments.  The  revisions  will  likely  include  credit  quality  standards  for  tax- 
exempt  funds  designed  to  address,  among  other  things,  the  differences  between  in- 
struments issued  by  a  governmental  entity,  such  as  a  city,  and  "conduit"  bonds  in 
which  the  underlying  obligor  is  a  corporation  or  other  non-governmental  project. 
These  revisions  will  be  designed  to  provide  investors  in  tax-exempt  funds  the  same 
degree  of  safety  of  principal  that  the  rule  provides  for  taxable  funds. 

C.  Wrap  Fee  Programs 

Wrap  fee  programs  have  become  increasingly  popular  among  broker-dealers,  ad- 
visers, and  investors  and  may  be  the  fastest  growing  segment  of  the  investment  ad- 
visory industry.21  In  a  typical  wrap  fee  program,  an  investor  receives  a  bundle  of 
investment  services  including  asset  allocation,  portfolio  management,  custody  of 
funds  and  securities,  execution  of  transactions,  and  monitoring  of  portfolio  manager 
performance,  for  a  single  "wrap"  fee,  generally  a  percentage  of  assets  under  manage- 
ment.22 

The  Commission  is  continuing  to  monitor  these  programs  and  will  soon  consider 
guidelines  under  the  Investment  Advisers  Act  of  1940  and  the  other  Federal  securi- 
ties laws  for  investment  advisers  providing  services  in  wrap  fee  programs.  The  Com- 
mission also  will  consider  requiring  a  discrete  disclosure  document,  or  "brochure," 
that  would  provide  investors  clear  and  concise  information  about  wrap  fee  programs. 

Legislative  Initiatives 

I  would  like  also  to  mention  a  few  subjects  for  possible  legislative  action.  Some 
of  these  recommendations  are  from  the  report  issued  by  the  Commission's  Division 
of  Investment  Management  in  May  1992,  Protecting  Investors:  A  Half  Century  of  In- 
vestment Company  Regulation.  Others  are  more  recent  responses  to  developments 
in  the  industry. 

A.  Bank  Sales  of  Mutual  Funds 

One  of  the  most  significant  developments  in  the  investment  company  industry  is 
the  dramatic  growth  in  sales  of  mutual  funds  by  banks.  About  one-third  of  all  mu- 


2lSee,  e.g.,  Antilla,  What  Won't  Wash  About  Wraps,  N.Y.  Times,  May  16,  1993,  at  F15;  Shed- 
ding Light  on  Those  Hot  Wrap  Accounts,  Boston  Globe,  May  13,  1993,  at  61;  White,  As  Money 
Rolls  In,  Meet  the  "Kings  of  Wrap",  The  Wall  Street  Journal,  Apr.  22,  1992,  at  CI. 

22 The  wrap  fee  client  is  not  charged  brokerage  commissions  on  a  transactional  basis.  The 
sponsor,  often  a  broker-dealer  or  an  affiliate,  selects  or  assists  clients  in  selecting  an  investment 
adviser  (who  may  or  may  not  be  affiliated  with  the  sponsor)  to  manage  the  client's  portfolio  and 
periodically  reviews  the  performance  of  the  portfolio  manager. 
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tual  funds  are  available  through  banks.23  A  significant  challenge  for  the  Commis- 
sion, as  well  as  for  bank  regulators,  is  seeing  that  adequate  steps  are  taken  to  avoid 
potential  confusion  regarding  the  nature  of  investments  in  funds  by  bank  customers. 
In  May  of  this  year,  the  Commission's  staff  sent  a  letter  to  all  funds  registered 
under  the  Investment  Company  Act  expressing  our  concern  that  investors  in  bank 
advised  and  bank  sold  mutual  funds  may  be  misled  into  believing  that  their  invest- 
ments are  guaranteed  or  insured  like  bank  deposits.  The  staff  advised  funds  having 
names  similar  to  Federally  insured  institutions,  and  all  funds  advised,  sold,  or  mar- 
keted by  or  through  these  institutions  that  they  must  prominently  disclose,  on  the 
cover  of  their  prospectuses,  that  shares  in  the  fund  are  not  deposits  or  obligations 
of,  or  guaranteed  or  endorsed  by,  the  bank,  and  that  the  shares  are  not  Federally 
insured  by  the  Federal  Deposit  Insurance  Corporation,  the  Federal  Reserve  Board, 
or  any  other  agency.24 

This  was  an  important  first  step  to  help  ensure  that  investors  in  bank-advised 
or  bank-sold  mutual  funds  do  not  believe  that  their  investments  are  guaranteed  or 
insured.  We  are  not  alone  in  our  efforts  to  address  this  issue.  The  banking  regu- 
lators also  have  emphasized  the  responsibility  of  banks  to  take  steps  to  avoicf  confu- 
sion regarding  the  nature  of  investments  in  funds  sold  by  banks.25  Just  this  past 
weekend,  the  Comptroller  of  the  Currency  reaffirmed  the  importance  of  clear  disclo- 
sure in  this  area.26  These  steps  by  the  Commission  and  the  bank  regulators  may 
not  be  enough  to  deal  with  the  potential  for  confusion.  I  note  that  the  House  is  con- 
sidering a  ban  on  the  use  of  common  names  altogether.  I  look  forward  to  working 
with  the  subcommittee  on  this  issue  and  with  the  bank  regulators  to  develop  addi- 
tional safeguards  as  well. 

Even  though  the  Commission  can  regulate  bank  sponsored  or  advised  funds  reg- 
istered under  the  Investment  Company  Act,  its  ability  to  regulate  the  persons  who 
advise  and  sell  interests  in  those  funds  is  circumscribed.  Banks  that  sell  mutual 
fund  shares  are  still  not  regulated  as  broker-dealers  because  they  are  excluded  from 
the  definitions  of  broker  and  dealer  under  the  Securities  Exchange  Act  of  1934. 
Thus,  the  Commission's  ability  to  regulate  a  banks'  sales  of  mutual  funds  in  their 
lobbies  is  limited.  Furthermore,  banks  are  not  subject  to  the  suitability  and  sales 
practice  rules  applicable  to  broker-dealer  sales  of  mutual  funds.  Similarly,  though 
many  banks  advise  mutual  funds,  these  banks,  unlike  all  other  mutual  fund  invest- 
ment advisers,  are  not  regulated  as  investment  advisers  because  they  are  excluded 
from  the  definition  of  investment  adviser  under  the  Investment  Advisers  Act  of 
1940.  For  this  reason,  even  though  the  Commission  can  inspect  the  records  of  a 
bank  advised  fund,  it  may  not  be  able  to  examine  other  records  of  the  bank  that 
may  be  relevant  to  a  review  of  the  fund's  portfolio  transactions.  The  Commission 
historically  has  maintained  that  these  exclusions  should  be  removed.  I,  too,  advocate 
that  organizations  providing  similar  products  and  services  should  be  subject  to  the 
same  regulation.  The  notion  of  functional  regulation  is  not  new  to  this  subcommit- 
tee. In  1991,  the  full  Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs 
approved  legislation  calling  for  just  this  type  of  regulation.27  The  increasing  involve- 
ment of  banks  in  mutual  fund  activities  has  made  such  legislation  even  more  critical 
now. 

B.  Small  Business 

I  would  like  to  reiterate  the  Commission's  support  for  "The  Small  Business  Incen- 
tive Act."28  This  legislation,  which  was  approved  by  the  full  Senate  just  last  week, 
is  designed  to  increase  participation  in  all  types  of  private  funds,  including  the  so- 
called  "private"  venture  capital  funds,  that  provide  vital  capital  to  small  businesses, 


23  In  a  recent  ICI  study,  1,100  funds  out  of  3,523  reported  sales  through  banks  in  1991;  1,253 
funds  out  of  3,657  reported  sales  for  the  first  half  of  1992.  See  ICI  Research  Department,  Mutual 
Fund  Statistics  for  the  Bank  Distribution  Channel,  MUTUAL  FUND  RESEARCH  IN  BRIEF  (May 
1993). 

24  The  Commission  has  required  similar  disclosure  in  money  market  fund  prospectuses  since 
1991.  See  Revisions  to  Rules  Regulating  Money  Market  Funds,  Investment  Company  Act  Release 
No.  18005  (Feb.  20,  1991). 

26 See  Comptroller  of  the  Currency  Banking  Circular  274  (July  19,  1993);  Letter  from  Richard 
Spillenkothen,  Director,  Federal  Reserve  Board,  to  Supervisory  Officers  (June  17,  1993). 

28 See  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  Remarks  before  the  Annual  Conven- 
tion of  the  American  Bankers  Association  (Nov.  7,  1993). 

27 See  S.543;  S.  Rep.  167,  102d  Cong,  1st  Sess.  (Oct.  1,  1991).  On  November  4,  1993,  Chair- 
man Dingell,  together  with  Congressmen  Markey,  Moorehead  and  Fields,  introduced  the  Securi- 
ties Regulatory  Equality  Act  of  1993,  H.R.  3447.  This  bill  would  require  functional  regulation 
of  bank  brokerage  activities  and  certain  bank  advisory  activities. 

28  S.  479,  103d  Cong.,  1st  Sess.  (Mar.  2,  1993).  See  The  Small  Business  Incentive  Act  of  1993: 
Hearings  Before  the  Subcomm.  on  Securities  of  the  Senate  Coram,  on  Banking,  Housing,  and 
Urban  Affairs,  103d  Cong.,  1st  Sess.  (Mar.  4,  1993). 
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by  removing  regulatory  constraints  that  are  unnecessary  for  investor  protection.  The 
legislation  would  create  a  new  kind  of  investment  company  whose  securities  are 
owned  exclusively  by  highly  sophisticated  or  "qualified  purchasers."  The  new  fund 
would  not  be  subject  to  Investment  Company  Act  regulation  on  the  basis  that  finan- 
cially sophisticated  investors  can  appreciate  the  risks  associated  with  pooled  invest- 
ment vehicles,  without  the  Act's  protections.  I  would  also  like  to  express  our  appre- 
ciation for  Chairman  Dodd's  leadership,  and  the  efforts  of  the  entire  committee,  in 
connection  with  this  legislation. 

C.  Independent  Directors 

The  Protecting  Investors  report  recommended  raising  the  percentage  of  independ- 
ent directors  required  to  serve  on  investment  company  boards.  Independent  direc- 
tors serve  as  the  "watchdogs"  for  fund  shareholder  interests.  Currently,  40  percent 
of  an  investment  company  s  board  must  be  independent.  To  strengthen  the  inde- 
pendence of  fund  directors  as  a  group,  the  report  recommended  that  this  be  changed 
to  a  majority.  This  change  appears  warranted  given  the  vital  role  accorded  inde- 
pendent directors  under  the  Investment  Company  Act  and  the  increased  emphasis 
the  Commission  has  placed  on  independent  directors. 

D.  Unified  Fee  Investment  Company 

One  of  the  most  innovative  proposals  in  the  Protecting  Investors  report  concerns 
investment  company  fee  structures.  This  proposal  would  create  a  new  type  of  fund 
that  would  charge  a  single  or  unified  fee.  As  an  alternative  to  current  practice  in 
the  investment  company  industry  in  which  funds  pay  a  variety  of  fees  for  different 
services,  the  new  fund — the  unified  fee  investment  company  or  "UFIC" — would  have 
only  one,  fixed  fee  set  by  the  investment  manager.  There  would  be  no  separate  sales 
charges  or  redemption  fees.  The  UFIC's  fee  would  be  prominently  disclosed  on  the 
cover  page  of  the  prospectus  and  in  all  advertisements.  The  UFIC  structure  should 
enable  investors  to  appreciate  more  readily  the  costs  associated  with  their  invest- 
ment, and  to  "comparison  shop"  among  different  funds. 

E.  Defined  Contribution  Employee  Benefit  Plans 

In  its  Protecting  Investors  report,  the  Division  observed  that  the  regulation  of  cer- 
tain pooled  investment  vehicles  for  defined  contribution  employee  benefit  plans  (e.g., 
bank  collective  trust  funds  and  separate  accounts)  under  the  Employee  Retirement 
Income  Security  Act  of  1974  and  Regulation  9  of  the  Comptroller  of  the  Currency 
generally  provides  sufficient  protection  to  plan  participants.  Because  interests  in 
these  vehicles  are  exempt  from  registration  under  the  Federal  securities  laws,  how- 
ever, they  are  not  required  to  provide  disclosure  to  plan  participants.  The  Division 
therefore  expressed  concern  that  plan  participants  investing  in  these  vehicles  may 
not  receive  sufficient  information  on  which  to  base  their  investment  decisions.  The 
Division  also  expressed  concern  more  generally  that  plan  participants  investing  in 
pooled  vehicles  subject  to  the  Federal  securities  laws  may  not  receive  enough  infor- 
mation regarding  their  investment.  To  improve  the  information  provided  to  plan 
participants,  the  Division  made  a  number  of  recommendations,  which  have  sparked 
a  lively  debate  among  regulators  and  various  industry  groups. 

Like  the  Commission,  the  Department  of  Labor,  which  is  charged  with  the  protec- 
tion of  employee  benefit  plan  participants  and  beneficiaries  under  ERISA,  has  also 
given  attention  to  the  need  to  improve  the  flow  of  information  to  those  participants 
and  beneficiaries.  The  Commission  intends  to  work  closely  with  DOL  to  see  that  in- 
vestors receive  similar  information  regarding  an  investment  vehicle  whether  they 
invest  in  it  directly  or  through  the  medium  of  a  defined  contribution  plan. 

F.  Access  to  Records 

I  would  like  to  address  one  final  legislative  issue  specifically  relating  to  invest- 
ment companies:  increasing  the  Commission's  examination  authority.  Currently,  the 
Commission  can  examine  only  those  records  required  to  be  retained  by  an  invest- 
ment company,  and  the  Commission  can  require  an  investment  company  to  retain 
only  those  records  that  support  its  financial  statements.  This  is  a  much  narrower 
recordkeeping  and  inspection  authority  than  Congress  has  provided  the  Commission 
for  broker-dealers  and  investment  advisers.29  In  addition,  to  facilitate  expanded  use 
of  computers  in  investment  company  examinations,  the  Commission  needs  authority 
to  specify  that  books  and  records  be  kept,  and  provided  to  examiners,  in  a  particular 
format  or  medium.  These  relatively  modest  recommendations  should  permit  the 


29  Section  17(a)(1)  of  the  Securities  Exchange  Act  of  1934  and  Section  204  of  the  Investment 
Advisers  Act  of  1940  permit  the  Commission  to  require  such  records  as  "may  be  necessary  or 
appropriate  in  the  public  interest  or  for  the  protection  of  investors." 
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Commission  to  improve  the  quality  and  efficiency  of  its  investment  company  exam- 
ination program. 

G.  Self- Funding 

As  the  investment  company  industry  grows  in  size  and  complexity,  the  Commis- 
sion must  continue  to  monitor  developments  in  that  industry.  To  do  so  effectively, 
we  will  need  more  resources  for  people,  training  and  equipment.  In  the  present 
budgetary  climate,  it  is  very  difficult  to  obtain  additional  appropriations.  In  fact,  the 
Commission's  resources  could  be  reduced.  Either  situation — a  no  growth  budget  or 
a  funding  cut — will  exacerbate  the  current  lack  of  sufficient  staffing  and  increase 
the  potential  for  investor  losses. 

To  ensure  that  the  Commission  has  adequate  resources  it  must  be  self-funded. 
Under  a  self-funding  arrangement  known  as  full-cost  recovery,  the  Commission 
would  be  authorized  to  use  filing  and  transaction  fee  collections  to  fund  all  agency 
operations  instead  of  using  annual  appropriated  funds.  The  Commission  currently 
produces  substantial  net  revenue  through  the  collection  of  registration,  trans- 
actional and  filing  fees,  which  is  deposited  in  the  U.S.  Treasury.  While  the  Commis- 
sion estimated  that  in  1993  it  would  collect  $440  million  in  fees,  it  received  only 
$253  million  in  funding.  In  1992,  the  Commission  collected  $406  million  in  fees  com- 
pared to  total  funding  of  $226  million. 

I  should  emphasize  that  self-funding  would  not  remove  the  Commission  from  Con- 
gressional oversight.  Nor  would  it  involve  using  any  fines  or  disgorgement  payments 
resulting  from  our  enforcement  actions.  Under  the  self-funding  mechanism  approved 
by  the  House  on  July  20th  of  this  year,  the  Commission  would  receive  a  fixed  appro- 
priation amount  that  would  be  offset  by  fee  collections.30  In  addition,  the  Commis- 
sion would  be  required  to  continue  to  generate  a  surplus  totaling  $888  million  for 
the  U.S.  Treasury  for  deficit  reduction  over  a  five  year  period.  After  fiscal  year  1998, 
the  Commission's  fee  collections  will  be  closely  matched  to  its  annual  appropriation 
and  fee  estimates.  Thus,  one  of  the  benefits  of  the  self-funding  legislation  is  that 
ultimately  it  will  better  link  the  fees  paid  by  registrants  and  regulated  entities  to 
the  services  provided  by  the  Commission. 

I  strongly  encourage  the  adoption  of  this  self-funding  mechanism  as  an  essential 
step  in  ensuring  that  the  Commission  has  the  resources  necessary  to  oversee  fairly 
and  efficiently  the  investment  company  industry  and  the  capital  markets  in  the 
United  States. 

Conclusion 

I  appreciate  the  opportunity  to  testify  with  respect  to  the  state  of  the  investment 
company  industry.  As  the  Commission  addresses  these  and  other  important  issues 
facing  this  industry,  we  will  consider  carefully  the  views  of  members  of  your  sub- 
committee and  all  of  Congress,  the  industry,  investors  and  other  interested  parties. 
I  would  be  happy  to  answer  any  questions  you  may  have. 


30H.R.2239,  103d  Cong.,  1st  Sess.  (1993). 
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TESTIMONY  OF  JAMES  S.  RIEPE 
Managing  Director,  T.  Rowe  Price  Associates,  Inc. 

November  10,  1993 

I.  Introduction 

My  name  is  James  S.  Riepe.  I  am  a  managing  director  of  T.  Rowe  Price  Associ- 
ates, Inc.,  a  Baltimore-based  investment  management  firm  that  serves  as  an  invest- 
ment adviser  to  the  T.  Rowe  Price  family  of  mutual  funds  and  to  individual  and  in- 
stitutional clients.  I  have  been  actively  involved  in  the  mutual  fund  industry  for 
nearly  25  years.  From  1990  to  1992,  I  served  as  Chairman  of  the  Investment  Com- 
pany Institute,  the  national  association  of  the  investment  company  industry.  In  July 
1991,  I  was  appointed  by  Securities  and  Exchange  Commission  Chairman  Richard 
Breeden  to  the  Market  Oversight  and  Financial  Services  Advisory  Committee  and 
have  served  as  a  member  of  the  NASD's  Investment  Companies  Committee.  I  wel- 
come and  appreciate  the  opportunity  to  appear  today. 

T.  Rowe  Price  manages  nearly  $50  billion  in  assets,  $33  billion  of  which  is  in  58 
mutual  funds  held  in  some  three  million  investor  accounts.  Currently,  T.  Rowe  Price 
employs  about  1,800  people  in  Baltimore  and  Owings  Mills,  Maryland — nearly  dou- 
ble the  number  of  five  years  ago. 

Founded  55  years  ago,  T.  Rowe  Price  Associates  is  one  of  the  oldest  and  largest 
distributors  of  no-load  mutual  funds.  Its  funds  are  marketed  directly  to  investors 
who,  in  turn,  purchase  shares  of  the  funds  directly  from  T.  Rowe  Price  without  the 
intervention  or  corresponding  cost  of  a  salesperson.  These  investments  are  made  in 
both  regular  and  qualified  retirement  accounts  such  as  IRAs. 

In  addition,  T.  Rowe  Price  provides  its  mutual  funds  and  recordkeeping  services 
to  more  than  600  defined  contribution  plans  of  corporate  and  public  employers  (e.g., 
401(k),  403(b),  457,  etc.).  This  fast  growing  mutual  fund  constituency  is  now  rep- 
resented by  more  than  one-half  million  plan  participants  invested  in  T.  Rowe  Price 
funds. 

This  is  an  apt  time  for  this  subcommittee  to  review  the  state  of  the  mutual  fund 
industry.  Since  1980,  the  mutual  fund  industry  has  enjoyed  steady  expansion. 
Today,  one  of  every  four  American  households  maintains  accounts  in  mutual  funds, 
the  combined  assets  of  which  now  total  $1.9  trillion. 

This  hearing  is  timely  also  because  it  affords  the  subcommittee  an  opportunity  to 
examine  the  mutual  fund  industry  without  the  pressures  of  a  "crisis"  environment 
or  a  systematic  regulatory  failure.  In  fact,  I  believe  that  the  existing  investment 
company  regulatory  scheme,  discussed  in  greater  detail  below,  has  worked  well. 
After  an  exhaustive  study,  the  SEC's  Division  of  Investment  Management,  the  divi- 
sion primarily  charged  with  regulation  of  mutual  funds  and  other  investment  com- 
panies, agreed  with  that  conclusion  last  year.  The  challenge  in  mutual  fund  regula- 
tion lies  not  in  the  creation  of  a  new  regulatory  structure;  rather,  the  challenge  is 
to  continue  and  improve  regulation  which  has  worked  so  well. 

II.  Mutual  Fund  Regulation 

The  core  principle  underlying  the  primary  Federal  securities  statutes — the  Securi- 
ties Act  of  1933  and  the  Securities  Exchange  Act  of  1934 — is  that  investor  protection 
is  achieved  best  through  disclosure.  Mutual  fund  investors  benefit  from  this  regula- 
tion. Shares  of  mutual  funds  are  registered  under  the  Securities  Act;  funds  are  re- 
hired to  provide  extensive  prospectus  disclosure  about  the  fund,  including  the 
und's  investment  objectives  and  policies,  investment  risks  and  all  fees  and  ex- 
penses. Moreover,  this  so-called  "evergreen"  prospectus  must  be  updated  regularly 
for  all  material  changes  that  may  affect  an  investor's  decision  to  buy,  hold,  or  re- 
deem a  fund's  shares.  Those  charged  with  the  distribution  of  mutual  funds  are  regu- 
lated as  broker-dealers  by  the  SEC  under  the  Exchange  Act  and  are  subject  to  regu- 
lation by  the  National  Association  of  Securities  Dealers,  Inc. 

For  mutual  funds,  however,  there  exists  an  additional  substantive  layer  of  regula- 
tion. Funds  are  required  to  register  under,  and  their  management  and  operations 
are  governed  extensively  by  the  Investment  Company  Act  oi  1940,  which  creates  a 
unique  form  of  Federal  "corporate  law"  for  investment  companies.  And  those  who 
manage  funds  are  subject  to  the  Investment  Advisers  Act  of  1940.  These  statutes 
impose  detailed  requirements  and  restrictions  on  the  manner  in  which  funds  are 
structured  and  operated  on  a  day-to-day  basis.  In  addition  to  adequate  disclosure 
about  the  fund,  the  statutes  aim  at  fair  valuation  of  fund  assets,  sound  capital 
structures  and  strict  limitations  on  self-dealing  transactions  that  may  pose  conflicts 
of  interest.  These  objectives  are  translated  into  stringent  guidelines  that  require  in- 
vestment companies  to: 
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•  sell  and  redeem  shares  at  their  current  net  asset  value,  which  must  be  deter- 
mined at  least  daily  (a  "mark-to-market"  discipline  to  which  other  financial  insti- 
tutions are  not  generally  subject); 

•  subject  advisory  contracts  to  strict  scrutiny,  including  annual  review  by  independ- 
ent directors; 

•  bond  officers  and  employees  with  access  to  assets  against  larceny  and  embezzle- 
ment; 

•  maintain  stringent  standards  for  the  custodianship  of  investment  company  assets; 
and 

•  ensure  that  independent  directors,  charged  with  strict  protection  of  shareholder 
interests,  make  up  at  least  40  percent  of  the  funds'  board  of  directors.  (I  should 
note  here  that  the  T.  Rowe  Price  Funds  have  adopted  a  policy  of  maintaining  a 
majority  of  independent  directors  on  each  Fund's  board.) 

Mutual  funds  and  their  agents  face  onerous  civil  and  criminal  penalties  for  viola- 
tions of  these  guidelines. 

While  statutory  and  regulatory  requirements  to  which  mutual  funds  are  subjected 
are  demanding,  they  have  not  proven  to  be  inflexible.  T.  Rowe  Price  and  other  mu- 
tual fund  complexes  are  able  to  introduce  innovative  products  and  services.  The 
Commission's  Staff  has  been  successful  in  adapting  fifty-to-sixty-year-old  legislation 
to  a  fast-changing  marketplace  through  rulemaking,  exemptive  orders  and  no-action 
letters.  Yet  this  has  been  accomplished  without  abandoning  the  core  principles  un- 
derlying the  regulatory  structure. 

Mutual  fund  managers  are  not  alone  in  their  belief  that  the  industry's  stringent 
regulation  has  worked  well.  On  the  fiftieth  anniversary  of  the  Investment  Company 
Act,  former  SEC  Chairman  Breeden  requested  the  Division  of  Investment  Manage- 
ment to  conduct  a  comprehensive  examination  of  its  regulation  of  mutual  funds  and 
other  investment  companies.  In  a  report  released  last  year,  the  Division  suggested 
certain  refinements  01  the  regulatory  structure,  but  noted  that  their  recommenda- 
tions "leave  unchanged  the  fundamental  principles  underlying  the  Investment  Com- 
pany Act.  Their  soundness  is  demonstrated  by  the  successful  and  safe  operation  of 
investment  companies." l 

III.  Mutual  Fund  Compliance  Programs 

This  detailed  and  unique  regulatory  scheme  compels  every  mutual  fund  to  imple- 
ment compliance  measures  on  an  ongoing  basis.  For  example,  T.  Rowe  Price  main- 
tains a  six-volume  legal  control  book  which  summarizes  every  major  provision  and 
rule  of  the  Investment  Company  Act  and  details  the  manner  in  which  we  comply 
with  these  provisions.  Some  of  the  steps  T.  Rowe  Price  and  every  other  mutual  fund 
must  undertake  are  mandated  specifically.  They  include: 

•  adoption  of  a  code  of  ethics  which  addresses  reporting  requirements  for  personal 
trading  by  certain  employees; 

•  implementation  of  procedures  reasonably  designed  to  prevent  and  detect  insider 
trading  violations  by  fund  employees; 

•  retention  of  independent  outside  auditors  to  conduct  an  annual  audit  of  the  fund; 
and 

•  continual  review  of  sales  literature  and  advertisements  to  ensure  compliance  with 
SEC  and  NASD  rules. 

At  T.  Rowe  Price,  oversight  responsibility  for  the  compliance  program  rests  with  the 
Legal  Department,  consisting  of  eight  attorneys,  thirteen  paralegals  and  seventeen 
support  staff. 

The  day-to-day  implementation  of  T.  Rowe  Price's  compliance  program,  however, 
extends  beyond  its  Legal  Department  and  explicit  statutory  requirements.  Respon- 
sibility for  compliance  is  diffused  throughout  every  aspect  of  our  organization.  In 
our  effort  to  mitigate  risk  and  ensure  quality  control,  major  components  of  our  com- 
pliance program  exceed  mandated  requirements,  such  as: 

•  In  addition  to  addressing  personal  securities  trading,  T.  Rowe  Price's  Code  of  Eth- 
ics contains  over  30  policy  statements  on  topics  that  include  the  responsibility  of 
employees  to  report  violations,  conflict  of  interest  principles,  allocation  of  client 
brokerage,  referral  fees,  document  retention  and  employment  practices. 

•  An  internal  audit  group  provides  independent  internal  reviews  of  our  accounting, 
financial  and  operational  activities.  Our  Board  of  Directors'  Audit  Committee 
(comprised  exclusively  of  independent  directors)  oversees  all  audit  functions,  in- 
cluding the  activities  of  the  internal  audit  group. 


1  United  States  Securities  and  Exchange  Commission,  Division  of  Investment  Manage- 
ment, Protecting  Investors:  A  Half  Century  of  Investment  Company  Act  Regulation 
xxii  (1993). 
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•  Each  of  our  more  than  200  sales  representatives  completes  a  five-week  training 
course  and  qualifies  as  a  registered  representative  before  opening  a  single  ac- 
count. Beyond  the  NASD-mandated  written  supervisory  procedures  for  these  per- 
sonnel, T.  Rowe  Price  conducts  unannounced  audits  and  involves  each  registered 
representative  in  yearly  compliance  seminars. 

•  For  each  investment  restriction  applicable  to  any  T.  Rowe  Price  fund,  the  Legal 
Department  develops  written  procedures  outlining  how  that  restriction  is  imple- 
mented and  who  is  responsible  for  monitoring  compliance  with  these  guidelines. 
The  Legal  Department  meets  annually  with  each  fund's  Portfolio  Manager  to  en- 
sure that  the  fund  is  adhering  to  its  investment  program. 

•  To  prevent  the  misuse  of  material,  nonpublic  information  (or  even  the  appearance 
of  impropriety),  every  personal  securities  trade  by  a  T.  Rowe  Price  employee  must 
be  cleared,  in  advance,  by  a  special  compliance  group  within  the  Legal  Depart- 
ment. The  group  maintains  restricted  and  watch  lists  of  issuers  about  which  T. 
Rowe  Price  may  have  sensitive  information. 

•  Each  and  every  duty  applicable  to  fund  directors  is  outlined  in  a  comprehensive 
Directors  Manual  compiled  by  the  Legal  Department.  Outside  counsel  is  retained 
to  solely  represent  the  funds  and  their  independent  directors. 

Taken  together,  these  efforts  provide  an  elaborate  system  of  checks  and  cross- 
checks whose  roots  rest  not  in  any  specific  regulatory  provision  but  in  the  compli- 
ance culture  which  is  fostered  at  T.  Rowe  Price.  We  do  not  believe  that  this  compli- 
ance discipline  is  unique  to  T.  Rowe  Price.  The  regulatory  system  developed  for  in- 
vestment companies  requires  each  mutual  fund  to  tailor  compliance  procedures  to 
its  internal  operations  and  corporate  culture. 

IV.  Fostering  Effective  Mutual  Fund  Compliance 

Mutual  funds  are  the  success  story  of  the  financial  services  industry  because  man- 
agers have  found  the  means  to  service  investor  needs,  and  the  funds  have  garnered 
investor  confidence.  This  confidence  has  been  earned  over  decades  by  managers  and 
funds  operating  in  an  environment  in  which  regulations  are  respected  ana  compli- 
ance is  viewed  as  critical  to  long-term  success.  Consequently,  I  share  the  sub- 
committee's commitment  to  continuation  of  the  exceptional  record  of  compliance  that 
funds  have  maintained  since  the  1940  Act  was  adopted. 

One  potential  impediment  to  the  continued  success  of  this  regulation  is  the  SEC's 
inability  to  match  industry  growth  with  concomitant  increases  in  the  level  of  SEC 
staff  devoted  to  mutual  fund  regulation.  The  74  percent  increase  in  the  staffing  of 
the  Division  of  Investment  Management  from  1982  to  1992  has  been  eclipsed  by  the 
steady  increase  in  assets  under  management  by  mutual  funds.  Over  the  same  time 
period,  the  number  of  registered  investment  companies  increased  133  percent  and 
assets  under  management  increased  344  percent.  This  imbalance  portends  a  poten- 
tial undermining  of  effective  mutual  fund  regulation. 

While  the  industry  overall  continues  to  operate  in  a  highly  accountable  fashion, 
recent  trends  in  industry  growth  suggest  that  these  concerns  are  not  misplaced.  The 
SEC  presently  conducts  limited  annual  inspections  only  of  money  market  funds, 
funds  in  the  100  largest  fund  complexes  and  some  smaller  funds.  A  number  of  me- 
dium and  smaller  funds  have  not  been  inspected  in  the  last  five  years.2  Moreover, 
SEC  Chairman  Arthur  Levitt  has  testified  that  there  has  been  "a  cutback  in  the 
scope  and  focus  of  examinations"  in  which  fund  marketing  and  shareholder  services 
are  rarely  scrutinized.3 

The  implications  of  inadequate  funding  extend  beyond  the  Commission's  mutual 
fund  inspection  program.  Investors  benefit  most  from  the  Commission's  rulemaking 
initiatives,  exemptive  orders  and  no-action  letters  when  the  Commission  can  react 
in  a  timely  manner  to  changing  market  conditions  and  investor  needs.  This  timeli- 
ness has  become  more  difficult  to  achieve  as  mutual  funds  and  their  related  services 
have  become  more  complex.  The  impact  of  inadequate  funding  is  not  limited  to  mu- 
tual funds  whose  inspections  might  uncover  potential  violations.  Instead,  this  is  a 
concern  that  impacts  every  mutual  fund  complex. 

Let  me  add  mine  to  the  strong  chorus  of  voices  who  have  urged  a  simple  and  fair 
solution.  In  1992,  investment  companies  paid  SEC  registration  fees  totaling  about 
$80.9  million.  Congress  has  passed  legislation  that  increases  the  rate  of  registration 


2Testimony  of  Arthur  Levitt,  Chairman,  U.S.  Securities  and  Exchange  Commission,  Concern- 
ing the  Commission's  Authorization  Request  for  Fiscal  Years  1994-95,  Before  the  Subcommittee 
on  Securities  of  the  Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs,  July  29,  1993, 
at  4-5. 

3Testimony  of  Arthur  Levitt,  Chairman,  U.S.  Securities  and  Exchange  Commission,  Concern- 
ing the  Investment  Company  Industry,  Before  the  Subcommittee  on  Telecommunications  and  Fi- 
nance of  the  House  Representatives  Committee  on  Energy  and  Commerce,  Aug.  5,  1993,  at  13. 
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fees  paid  by  issuers  of  securities,  including  mutual  funds,  from  V32  of  the  amount 
offered  to  V29  of  the  amount  offered.  Yet,  last  year,  the  Commission  spent  only  about 
$18.4  million  on  all  aspects  of  investment  company  regulation.  This  is  a  particularly 
poor  "return  on  investment"  for  mutual  fund  shareholders,  who  rely  so  significantly 
on  the  SEC  to  protect  their  interests.  I  believe  that,  at  a  minimum,  revenues  col- 
lected by  the  SEC  from  mutual  funds  should  be  used  to  ensure  an  adequate  level 
of  regulation  for  the  protection  of  mutual  fund  investors.  The  optimal  solution,  of 
course,  rests  in  "self-funding"  legislation  which  would  allow  the  SEC  to  use  revenues 
generated  from  registration  fees  to  regulate  the  funds  paying  those  fees. 

A  self-funded  SEC  would  be  supported  by  industry  participants  and  would  have 
adequate  resources  to  perform  its  vital  regulatory  function — whatever  course  indus- 
try growth  takes.  I  believe  that  an  adequately  funded  SEC,  coupled  with  the  exten- 
sive internal  compliance  programs  which  are  commonplace  among  mutual  funds, 
can  maintain  a  high  level  of  investor  protection  while  allowing  mutual  funds  to  play 
the  integral  role  they  have  assumed  in  our  capital  markets. 

V.  Conclusion 

When  I  was  Chairman  of  the  Investment  Company  Institute,  I  cautioned  our 
members  not  to  allow  their  success  to  lull  them  into  complacency.  I  still  feel  that 
way.  Our  greatest  challenges  ahead  should  not  be  tied  to  regulation.  Rather  they 
should  focus  on  the  continuing  education  of  the  public  as  to  the  rewards — and 
risks — of  investing.  For  example,  as  retirement  assets  increasingly  are  shifted  to  de- 
fined contribution  plans  in  which  employees  exercise  the  investment  decisions,  we 
must  endeavor  to  help  "savers"  make  an  informed  transition  to  the  role  of  "inves- 
tors." I  have  said  that  we  must  change  the  mindset  of  an  investor  who  will  pore 
over  Consumer  Reports  carefully  before  purchasing  a  VCR,  yet  devote  little  attention 
to  the  allocation  of  his  or  her  retirement  funds. 

By  comparison  to  such  challenges  as  these,  there  is  little  to  be  "fixed"  in  the  regu- 
latory structure  that  governs  mutual  funds.  With  the  help  of  adequate  funding  for 
the  SEC,  we  can  insure  that  the  existing  successful  regulatory  structure  encom- 
passes the  many  new  entrants,  products  and  investors  characteristic  of  this  dynamic 
industry.  SEC  Commissioner  J.  Carter  Beese,  Jr.  has  noted  that  "starting  in  the 
1930s,  when  investment  companies  came  to  government  asking  to  be  regulated,  our 
public/private  partnership  has  been  a  virtual  paragon  of  government  regulation."4 
I  believe  that  the  industry  can  continue  to  work  with  the  SEC — as  it  has  over  the 
last  half  century — to  ensure  investor  protection  and  confidence. 


TESTIMONY  OF  ROBERT  H.  GRAHAM 
President,  AIM  Management  Group,  Inc. 

November  10,  1993 

I.  Introduction 

My  name  is  Robert  H.  Graham.  I  am  president  of  AIM  Management  Group,  Inc. 
("AIM"),  a  mutual  fund  organization  headquartered  in  Houston,  Texas.  The  ATM 
Funds  consist  of  34  investment  companies  comprised  of  equity,  bond  and  income 
and  money  market  funds.  As  of  October  25,  1993,  AIM  had  $25  billion  in  assets 
under  management. 

I  commend  the  subcommittee  for  holding  this  hearing  on  the  mutual  fund  indus- 
try and  am  pleased  to  be  here  today  to  share  my  views  and  to  respond  to  any  ques- 
tions that  you  may  have. 

II.  Summary  of  Testimony 

My  testimony  today  begins  with  a  description  of  the  AIM  Funds  and  the  distribu- 
tion structure  used  to  sell  the  shares  of  those  funds  to  the  public.  I  will  then  discuss 
the  fees  and  expenses  paid  by  investment  companies  and  their  shareholders  and  the 
services  received  for  those  fees.  Next,  my  testimony  surveys  the  regulatory  provi- 
sions governing  mutual  fund  fees  and  expenses,  including  the  required  disclosures 
of  these  charges  to  fund  investors.  Finally,  my  testimony  concludes  with  an  expla- 
nation of  some  of  the  recent  developments  in  the  fund  industry  and  the  effect  those 
changes  have  had  on  mutual  fund  fee  levels. 


4See  "Mutual  Funds — America's  Piggy  Bank  Now  and  .  .  .  Forever?'  Remarks  of  Commis- 
sioner J.  Carter  Beese,  Jr.,  1993  Mutual  Funds  and  Investment  Management  Conference,  Mar. 
8,  1993,  at  9. 
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III.  Description  of  AIM  Funds 

AIM  has  been  engaged  in  the  advisory  business  since  1976  and  currently  manages 
investment  companies  with  assets  totaling  over  $25  billion.  At  present,  approxi- 
mately 1.1  million  investors  hold  shares  of  the  AIM  Funds.  The  AIM  Funds  consist 
of  13  equity  funds,  13  bond  and  income  funds  and  8  money  market  funds. 

AIM's  products  are  distributed  to  the  public  primarily  through  a  network  of  inde- 
pendent dealers.  Use  of  this  dealer  network  broadens  the  availability  of  the  AIM 
Funds  to  a  wide  range  of  investors.  Moreover,  these  investment  professionals  can 
provide  valuable  assistance  to  potential  investors  in  evaluating  and  choosing  the  ap- 
propriate investments  for  their  personal  needs  and  investment  goals,  including 
AIM's  and  other  funds. 

AIM's  broker  network  allows  AIM  Fund  shareholders  to  maintain  a  continuing  re- 
lationship with  their  broker  of  choice  who,  after  the  purchase  is  made,  remains 
available  to  respond  to  questions  regarding  their  investment,  assist  them  in  utiliz- 
ing AIM  Fund  shareholder  services,  help  them  to  select  dividend  and  distribution 
options,  and  aid  them  in  evaluating  and  effecting  exchanges  or  redemptions.  Many 
investors  strongly  favor  the  individually  tailored  personal  services  offered  by  bro- 
kers and  AIM's  distribution  structure  allows  AIM  investors  to  maintain  those  per- 
sonal broker-client  relationships. 

IV.  Description  of  Mutual  Fund  Fees  and  Expenses 

Mutual  fund  fees  and  expenses  can  be  generally  divided  into  two  categories — fund 
level  expenses  and  shareholder  level  expenses.  It  is  important  to  note  that  both 
types  of  expenses  are  prominently  disclosed  in  the  required  prospectus  fee  table,  as 
discussed  in  more  detail  below. 

A.  Fund  Level  Expenses 

The  majority  of  mutual  fund  fees  can  be  characterized  as  fund  level  fees.  These 
charges  are  paid  by  the  investment  company  pursuant  to  written  contracts  between 
the  fund  ana  various  service  providers.  Those  contracts  are  reviewed  and  approved, 
in  most  cases  annually,  by  the  fund's  board  of  directors.  As  noted  below,  several  of 
these  arrangements  are  subject  to  special  statutory  requirements  and  board  re- 
views. Expenses  incurred  under  these  arrangements  are  paid  out  of  fund  assets  and 
thus,  reduce  net  income  available  for  distribution  to  shareholders.  The  fund's  ex- 

fiense  ratio,  which  is  disclosed  in  fund  prospectuses,  represents  the  aggregate  of  all 
iind  level  expenses.  Examples  of  fund  level  expenses  include  advisory  or  manage- 
ment fees,  administration  fees,  transfer  agency  fees,  custodian  fees,  and  distribution 
and  service  fees  charged  under  plans  of  distribution  adopted  pursuant  to  Rule  12b- 
1  under  the  Investment  Company  Act  of  1940  ("1940  Act").  Each  of  these  is  dis- 
cussed below. 

Advisory  Services.  Management  or  advisory  services  are  central  to  the  operation 
of  an  investment  company.  Virtually  every  management  and  advisory  contract  vests 
the  fund  manager  or  adviser  with  responsibility  for  making  investment  decisions  as 
to  securities  to  be  bought  and  sold  by  the  fund  and  arranging  for  execution  of  those 
transactions.  Sometimes  the  fund  manager  will  delegate  a  portion  of  its  investment 
responsibilities  to  a  subadviser  by  contract  (for  instance,  where  a  subadviser  has 
specialized  expertise).  In  many  of  these  cases,  the  subadviser's  fee  is  paid  by  the 
adviser,  rather  than  the  fund.  Thus,  the  cost  of  engaging  any  subadviser  would  be 
incorporated  into  a  single  advisory  fee.  Fund  advisers  also  are  typically  responsible 
for  assuring  ongoing  compliance  with  requirements  imposed  under  the  1940  Act,  as 
well  as  with  the  fund's  own  investment  objectives  and  policies,  which  are  set  forth 
in  the  fund's  prospectus. 

The  vast  majority  of  fees  for  advisory  services  are  calculated  as  a  percentage  of 
the  fund's  net  assets,  often  at  reduced  rates  when  the  fund  reaches  certain  asset 
levels.  The  magnitude  of  these  charges,  as  described  more  fully  below,  typically  var- 
ies on  the  basis  of  several  factors.  Specifically,  a  company's  advisory  fee  will  be  high- 
er where  the  fee  covers  administrative  services.  Management  of  more  specialized, 
complex  investment  portfolios  (such  as  international  or  industry  concentrated  funds) 
are  also  likely  to  involve  fee  levels  higher  than  those  of  funds  with  less  complex 
portfolios,  such  as  government  bond  funds. 

Administration  Agreements.  While  administrative  services  sometimes  are  provided 
under  a  fund's  advisory  contract,  in  other  cases,  they  are  covered  by  a  separate  ad- 
ministration agreement.  Pursuant  to  such  an  agreement,  an  administrator  typically 
provides  the  fund  with  corporate  officers  and  office  space,  prepares  regulatory  fil- 
ings, coordinates  meetings  of  the  fund's  board  of  directors  and  shareholders  and 
generally  works  with  the  other  agents  serving  the  fund.  In  some  cases,  administra- 
tion agreements  also  encompass  services  such  as  daily  calculation  of  the  fund's  net 
asset  value;  otherwise,  a  separate  fund  accounting  fee  may  be  paid.  Like  advisory 
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fees,  administration  fees  typically  are  calculated  as  a  percentage  of  the  fund's  net 
assets. 

Transfer  Agency  Services.  Because  mutual  funds  continuously  issue  and  redeem 
their  shares,  they  incur  fees  for  extensive  shareholder  transfer  agency  services.  The 
fund  transfer  agent  processes  and  records  share  issuances  and  redemptions,  handles 
dividend  distributions  and  provides  services  in  connection  with  any  special  plans 
available  to  fund  shareholders  (for  instance,  periodic  investment  or  systematic  with- 
drawal plans).  The  transfer  agent  also  maintains  shareholder  records  and  plays  a 
central  role  in  the  fund's  proxy  solicitation  process.  Often  the  transfer  agent  is  the 
shareholder's  regular  contact  with  the  fund  once  his  or  her  account  is  established 
and  it  may,  in  some  cases,  assume  a  broader  shareholder  servicing  role.  Fees 
charged  to  investment  companies  for  transfer  agency  services  are  often  calculated, 
at  least  in  part,  on  a  per  account  basis. 

Custodial  Services.  Mutual  funds  generally  must  retain  an  independent  custodian 
to  maintain  custody  of  their  assets.  Moreover,  funds  investing  abroad  engage  a  net- 
work of  foreign  sub-custodian  banks  to  hold  their  foreign  securities  in  the  country 
where  those  securities  are  primarily  traded.  Under  the  typical  fund  custody  con- 
tract, the  fund's  securities  and  cash  are  held  in  a  segregated  account  at  the  bank. 
The  custodian  is  responsible  for  delivering  securities  sold  by  the  fund  to  the  pur- 
chaser, as  well  as  delivering  cash  to  sellers  to  cover  the  fund's  purchases.  Custody 
fees  are  usually  based  partially  on  fund  assets  and  partially  on  transaction  volume. 

Distribution  and  Service  Fees.  Some  funds  pay  asset-based  fees  designed  to  recoup 
all  or  part  of  the  cost  of  distributing  the  fund's  shares  over  time.  These  fees  are 
strictly  regulated  as  described  in  more  detail  below,  under  Rule  12b-l  under  the 
1940  Act,  as  well  as  by  a  rule  recently  adopted  by  the  National  Association  of  Secu- 
rities Dealers,  Inc.  ("NASD").  In  many  cases,  they  serve  as  a  partial  or  complete 
substitute  for  a  front-end  sales  load.  In  addition,  Rule  12b— 1  plans  may  contain  a 
separate  service  fee  component.  This  fee  is  intended  to  compensate  brokers  or  other 
professionals  who  assist  investors  in  maintaining  their  fund  accounts.  The  wide- 
spread adoption  of  Rule  12b-l  plans  by  many  funds  since  1981  (when  Rule  12b- 
1  was  adopted)  underscores  their  acceptance  by  investors  as  a  desirable  alternative, 
since  they  allow  shareholders  to  put  a  greater  portion  of  their  investment  dollars 
to  work  for  them  initially. 

B.  Shareholder  Level  Expenses 

In  contrast  to  fund  level  expenses,  shareholder  level  expenses  are  not  paid  out  of 
fund  assets;  instead,  these  costs  are  borne  directly  by  fund  shareholders.  They  typi- 
cally relate  to  fees  paid  by  individual  shareholders  for  costs  incurred  or  services  re- 
ceived by  them  and  are  not  necessarily  attributable  to  all  shareholders  of  the  fund. 
Certain  of  these  charges,  such  as  the  front-end  sales  load,  are  imposed  as  a  percent- 
age of  the  investment;  others,  such  as  fees  for  checkwriting  privileges,  are  often 
transaction-based.  Shareholder  level  expenses  differ  significantly  from  fund  to  fund, 
depending  upon  whether  the  fund  offers  its  shares  through  a  front-end  load  struc- 
ture and  upon  the  extent  and  variety  of  special  services  it  offers  to  shareholders. 
Costs  paid  directly  by  shareholders,  in  contrast  to  fund  level  expenses,  do  not  affect 
the  fund's  expense  ratio. 

Sales  Loads.  The  front-end  sales  load  is  the  most  common  form  of  mutual  fund 
selling  compensation  and  is  typically  the  largest  shareholder  cost.  Similarly,  contin- 
gent deferred  sales  charges  applicable  to  certain  early  redemptions  are  imposed  di- 
rectly upon  a  shareholder's  redemption  proceeds.  It  is  important  to  recognize  that 
in  most  cases  the  largest  segment  of  each  front-end  sales  load  collected  from  mutual 
fund  investors  is  passed  on  to  the  selling  broker-dealer  and  its  agents  as  compensa- 
tion for  their  services,  and  is  not  retained  by  the  fund's  manager  or  principal  under- 
writer. 

Many  mutual  funds  have  "breakpoints"  in  their  sales  charge  structure,  allowing 
investors  to  pay  reduced  sales  charges  for  purchases  in  excess  of  a  certain  amount. 
These  reduced  sales  charges  also  are  available  to  smaller  investors,  who  can  qualify 
for  them  under  letters  oi  intent  or  rights  of  accumulation.  Under  a  letter  of  intent, 
an  investor  agrees  to  make  purchases  sufficient  to  reach  a  sales  load  breakpoint 
over  time.  In  a  rights  of  accumulation  program,  an  investor's  sales  load  is  calculated 
based  upon  the  value  of  his  or  her  existing  holdings,  together  with  the  amount  of 
his  or  her  proposed  purchase.  The  AIM  Funds  offer  both  letter  of  intent  and  rights 
of  accumulation  programs  and  calculate  the  reduced  sales  charges  on  a  complex- 
wide  basis,  taking  into  account  the  value  of  shares  of  all  AIM  Funds  purchased  or 
held  by  the  investor. 
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Front-end  sales  loads  have  declined  significantly  in  recent  years,  as  shown  in  the 
following  table: 1 

TRENDS  IN  AVERAGE  SALES  CHARGES 
1960-1989 

New  Sales  + 


Reinvestment 

Total  Sales 

New  Sales 

of 

Dividends 

(incl.  Exch.) 

1960 

7.0% 

6.6% 

6.3% 

1961 

6.9 

6.5 

6.2 

1966 

6.6 

6.1 

5.8 

1968 

6.0 

5.7 

5.4  " 

1970 

5.7 

5.0 

4.4 

1982 

4.9 

4.2 

3.5 

1989 

4.4 

3.5 

2.7 

This  decline  has  greatly  benefitted  investors.  In  our  own  case,  the  maximum  sales 
charge  on  AIM's  fixed  income  funds  is  now  4.75  percent,  a  reduction  from  a  maxi- 
mum level  of  6.5  percent  in  1977. 

Other  Shareholder  Costs.  Other  shareholder  level  costs  are  often  directly  related 
to  a  particular  service  offered  to  all  investors  but  used  only  by  certain  shareholders. 
Examples  of  such  charges  would  include  custodial  fees  for  Individual  Retirement  Ac- 
counts, fees  for  checkwriting  privileges,  or  charges  for  wiring  redemption  proceeds. 

C.  Optional  Expense  Structures 

The  mutual  fund  industry  generally  has  developed  the  multiple  class  structure, 
as  an  optional  expense  structure,  in  response  to  the  needs  of  fund  investors.  The 
structure  is  primarily  used  for  two  distinct  purposes:  the  first  offers  investors  alter- 
native ways  of  paying  distribution  costs  through  investment  in  a  single  portfolio;  the 
second  multi-class  variation  is  used  by  funds  to  offer  classes  specifically  designed 
for  particular  types  of  investors,  such  as  retail  and  institutional,  enabling  them  to 
tailor  services  and  expenses  appropriately  for  each  group.  In  a  multiple  class  struc- 
ture of  either  type,  each  share  of  each  class  of  a  fund  represents  an  interest  in  a 
single  investment  portfolio.  Each  class  of  shares  pays  for  common  fund  expenses  as 
well  as  those  specifically  attributable  to  that  class.2 

Like  a  number  of  its  competitors,  AIM  has  recently  developed  a  dual  pricing 
structure  for  its  funds  that  allows  investors  to  choose  not  only  the  investment  prod- 
uct best  suited  to  their  needs,  but  also  the  method  of  paying  distribution  costs  most 
appropriate  to  their  circumstances.  This  dual  pricing  system  is  now  available  for 
nine  AIM  Funds.  AIM  investors  in  these  funds  may  choose  to  purchase  shares  either 
by  paying  a  front-end  sales  load  and  a  small  Rule  12b-l  fee  (Class  A)  or  by  paying 
a  larger  Rule  12b-l  fee  and  a  contingent  deferred  sales  charge  in  the  event  of  early 
redemption,  but  no  front-end  sales  load  (Class  B).  Investors  choosing  between  Class 
A  and  Class  B  shares  typically  consider  such  factors  as:  the  amount  of  their  pur- 
chase, whether  the  investor  qualifies  for  a  reduced  front-end  sales  load,  the  length 
of  time  the  investor  plans  to  hold  his  or  her  shares,  and  the  expected  return  on  the 
investment. 

In  addition,  AIM  has,  for  many  years,  used  multiple  class  funds  to  offer  its  prod- 
ucts to  different  types  of  investors.  Thus,  since  1985,  ATM  has  offered  funds  with 
separate  retail  and  institutional  classes.  The  different  expense  structures  for  these 
classes  of  shares  reflect  the  very  different  costs  of  distributing  and  servicing  retail 


1This  decline  is  demonstrated  by  the  results  of  surveys  in  1971-72  by  the  NASD  and  Booz 
Allen  Hamilton,  Inc.  and  by  the  Investment  Company  Institute  in  1982  and  1990.  All  of  the 
surveys  covered  funds  with  no  active  12b-l  plans  and  front-end  loads  greater  than  3  percent. 

2  Other  fund  groups  have  chosen  to  adopt  a  master/feeder  fund  structure  to  address  similar 
investor  needs  as  well  as  to  tailor  services  and  expenses  to  specific  groups  of  purchasers.  In  a 
master/feeder  fund  structure,  two  or  more  feeder  funds  invest  all  of  their  investable  assets  in 
a  single  master  fund.  The  master  fund,  in  turn,  invests  in  a  portfolio  of  investment  securities. 
The  various  feeder  funds  offer  their  shares  to  public  investors  and  each  can  tailor  its  services 
and  distribution  structure  to  meet  the  needs  of  different  investors  while  investing  in  a  common 
investment  portfolio. 
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and  institutional  markets.  Currently,  four  AIM  Funds  maintain  a  retail  and  institu- 
tional class  structure. 

V.  Regulation  and  Disclosure  of  Mutual  Fund  Fees 

The  1940  Act,  unlike  most  other  Federal  securities  laws,  goes  beyond  disclosure 
and  anti-fraud  requirements  to  substantively  regulate  an  investment  company's  op- 
erations and  its  relationships  with  its  investment  adviser,  principal  underwriter, 
regular  brokers  and  other  providers  of  essential  services.  Several  sections  of  that 
statute  govern  the  fees  imposed  by  mutual  funds. 

A.  Substantive  Regulation 

Each  of  the  securities  law  provisions  described  below  substantively  regulates  mu- 
tual fund  fees. 

Section  15  of  the  1940  Act.  Section  15  of  the  1940  Act  governs  investment  com- 
pany management  or  advisory  contracts  as  well  as  underwriting  agreements.  That 
section  requires  advisory  services  to  be  provided  pursuant  to  a  written  contract  that 
must  describe  the  compensation  payable  thereunder,  be  terminable  upon  60  days' 
written  notice,  and  terminate  automatically  upon  its  assignment.  Moreover,  the 
agreement  must  be  renewed  each  year  by  the  directors,  including  the  independent 
directors.  Somewhat  similar  requirements  govern  the  relationship  between  an  in- 
vestment company  and  its  principal  underwriter.  Moreover,  with  respect  to  con- 
tracts of  either  type,  directors  have  a  duty  to  request  and  review,  and  the  adviser 
and  underwriter  have  duties  to  provide,  information  necessary  to  allow  the  directors 
to  evaluate  the  terms  of  the  contract  on  an  annual  basis. 

Section  36(b)  of  the  1940  Act.  Section  36(b)  of  the  1940  Act  codifies  the  fiduciary 
duty  of  an  investment  adviser  of  an  investment  company  with  respect  to  the  com- 
pensation it  receives  from  the  fund  for  services.  This  section  creates  a  direct  cause 
of  action  allowing  the  Commission  and  fund  shareholders  to  bring  suit  against  the 
adviser  and  other  recipients  of  such  fees.  Through  the  contract  review  process,  pur- 
suant to  their  fiduciary  duties  and  specific  statutory  obligations  both  under  Section 
15  and  Section  36(b),  investment  company  directors  regularly  review  advisory  fees 
paid  by  fund  shareholders. 

Section  22  of  the  1940  Act.  Other  provisions  of  the  1940  Act  regulate  mutual  fund 
distribution  arrangements.  Section  22(d)  of  the  1940  Act  requires  an  investment 
company  to  offer  its  own  shares  only  at  a  current  public  offering  price  described  in 
its  prospectus.  Section  22(b),  by  reference  to  the  rules  of  the  NASD,  requires  mutual 
funds  to  restrict  their  sales  charges  to  the  limits  set  forth  in  the  NASD's  rules.  The 
NASD,  for  its  part,  has  long  maintained  rules  limiting  maximum  front-end  sales 
loads  (effectively  to  8.5  percent  of  the  amount  invested).  In  July  1993,  after  a  com- 
prehensive review  of  the  area,  amendments  to  those  rules  went  into  effect  to  ensure 
comparable  regulation  of  mutual  fund  sales  charges  whether  they  are  imposed  at 
the  time  of  sale  through  a  front-end  sales  load,  amortized  over  the  life  of  the  invest- 
ment through  Rule  12b- 1  fees,  or  levied  at  the  time  of  redemption  through  contin- 
gent deferred  sales  loads.  The  amendments,  which  were  approved  by  the  Securities 
and  Exchange  Commission  (the  "Commission")  in  1992,  were  intended  to  address 
concerns  over  the  appropriate  levels  of  Rule  12b-l  fees. 

The  revised  NASD  rule  limits  payments  of  Rule  12b-l  fees  in  two  respects.  First, 
the  Rule  sets  a  percentage  limit  on  all  sales  charges  ranging  from  6.25  percent  to 
8.5  percent  (depending  on  certain  factors)  of  the  fund's  "new  gross  sales."  The  base 
against  which  these  percentages  are  judged  is  a  rolling  cap;  further,  all  types  of 
sales  charges,  including  front-end,  asset-based  and  deferred,  must  be  counted  in  cal- 
culating the  percentage.  Thus,  in  effect,  payments  for  distribution  made  under  a 
Rule  12b-l  plan  cannot  exceed  limits  that  would  apply  if  such  payments  were  made 
pursuant  to  a  front-end  sales  load.  The  Rule  also  limits  annual  asset-based  sales 
charges  to  75  basis  points  and  separately  limits  service  fees,  as  defined  in  the  NASD 
Rule,  to  25  basis  points.  We  believe  that  the  Rule  has  established  a  comprehensive 
regulatory  scheme  over  all  types  of  mutual  fund  sales  charges,  thereby  enhancing 
investor  protection. 

Rule  12b-l  under  the  1940  Act.  Since  the  adoption  of  Rule  12b-l  in  1981,  invest- 
ment companies  have  been  permitted  to  use  their  assets  to  pay  for  distribution,  pro- 
vided that  any  such  payments  are  made  pursuant  to  a  written  plan  adopted  in  ac- 
cordance with  that  Rule.  Rule  12b-l  imposes  both  substantive  and  procedural  re- 
quirements on  payments  by  funds  for  distribution.  Among  the  procedural  require- 
ments are  that  the  plan,  together  with  any  related  agreements,  be  approved  by  a 
vote  of  the  fund's  board  of  directors,  including  a  majority  of  the  directors  who  are 
not  interested  persons  and  have  no  direct  or  indirect  interest  in  the  plan.  The  Rule 
provides  that  the  board  must  request  and  evaluate  information  necessary  to  deter- 
mine that  the  adoption  or  renewal  of  the  plan  is  in  the  best  interests  of  the  fund 
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and  its  shareholders.  Furthermore,  on  a  quarterly  basis,  the  fund  board  must  review 
the  amounts  paid  pursuant  to  the  plan  and  the  purposes  of  such  payments.  The 
plan  must  be  terminable  at  any  time  by  vote  of  the  fund's  board  or  shareholders 
and  terminate  automatically  in  the  event  of  its  assignment.  In  addition,  a  Rule  12b- 
1  plan  may  not  be  amended  to  materially  increase  the  amounts  payable  thereunder 
without  the  approval  of  fund  shareholders.  Finally,  any  company  with  a  Rule  12b- 
1  plan  in  effect  must  establish  a  nominating  committee  composed  solely  of  directors 
who  are  not  interested  persons,  to  select  all  future  nominees  for  election  as  disin- 
terested directors. 

B.  Disclosure  Requirements 

In  addition  to  the  substantive  protections  set  forth  above,  the  securities  laws  re- 
quire full  disclosure  of  all  mutual  fund  fees  and  expenses. 

Fee  Table.  Since  1988,  the  Commission  has  required  investment  companies  to  dis- 
close their  annual  fees  and  expenses  as  a  percentage  of  net  assets  in  a  uniformly 
formatted  fee  table.  Companies  also  must  provide  an  example  showing,  under  cer- 
tain assumptions,  the  dollar  cost  of  fund  expenses  on  a  hypothetical  $1,000  invest- 
ment in  the  fund  over  1,  3,  5  and  10  year  periods.  Importantly,  this  data  must  be 
presented  at  the  front  of  the  fund  prospectus,  immediately  following  the  cover  page 
and  table  of  contents.  To  the  best  of  my  knowledge,  no  other  financial  product  pro- 
vides this  kind  of  uniform  disclosure.  The  success  of  the  fee  table,  valued  by  inves- 
tors since  it  enables  them  to  compare  expenses  among  funds,  is  underscored  by  the 
fact  that  the  SEC  recently  amended  the  prospectus  form  used  by  closed-end  invest- 
ment companies  to  incorporate  the  fee  table  and  example  requirements  applicable 
to  open-end  funds  for  the  past  five  years.  Set  forth  in  Appendix  A,  to  illustrate  the 
format,  is  an  example  of  a  fee  table  from  a  recent  AIM  Fund  prospectus. 

Performance  Information.  Regulatory  action  within  the  past  decade  has  also 
standardized  calculation  of  yield  and  total  return  formulas  by  investment  compa- 
nies. These  standard  computations  result  in  a  performance  number  net  of  fees  and 
expenses,  providing  investors  with  a  realistic  indication  of  bottom-line  return  to 
them.  Commission  regulations  now  dictate  that  this  performance  data  be  provided 
to  investors  either  in  the  fund's  prospectus  or  its  annual  report. 

VI.  Mutual  Fund  Fee  Levels 

Mutual  funds  have  achieved  wide  popularity  because  they  offer  investors  the  op- 
portunity to  participate  in  a  professionally  managed,  diversified  portfolio  at  a  mod- 
est cost  compared  to  other  alternatives.  Mutual  funds  have  earned  the  confidence 
of  investors  as  an  economic  way  for  investors  to  participate  in  capital  markets  both 
here  and  abroad.  This  is  clearly  evidenced  by  the  continued  growth  of  the  mutual 
fund  industry  in  a  highly  competitive  environment. 

I  am  aware  that  some  press  stories  have  questioned  the  levels  of  mutual  fund 
fees,  particularly  in  light  of  the  overall  asset  growth  that  the  industry  has  experi- 
enced. However,  there  are  a  number  of  factors  that  must  be  taken  into  account  in 
assessing  mutual  fund  fee  levels.  First,  economies  of  scale  occur,  if  at  all,  at  the 
fund  level,  not  at  the  industry  level.  The  growth  of  industry  assets  does  not  result 
in  cost  savings  at  the  fund  level.  Indeed,  much  of  the  industry  growth  has  come 
from  new  funds,  many  of  which  would  be  expected  to  have  higher  expense  ratios. 

Many  of  these  new  funds  invest  in  securities  that  are  more  costly  to  manage. 
More  resources  are  required,  and  therefore  greater  cost  involved,  in  managing  a 
portfolio  of  securities  of  issuers  in  emerging  markets,  or  in  certain  industries,  than 
a  portfolio  of  government  bonds.  Industry  growth  has  benefitted  investors  because 
they  now  have  an  enormous  variety  of  funds  with  different  objectives,  strategies  and 
areas  of  concentration  available  to  them. 

Moreover,  the  fund  industry  now  offers  many  new  shareholder  services.  These  in- 
clude toll-free  (800)  telephone  numbers,  24  hour  telephone  access,  touchtone  tele- 
phone access  to  account  information  and  transactions,  checkwriting  privileges,  wire 
transfer  redemptions,  automatic  investment  and  systematic  withdrawal  plans,  dol- 
lar cost  averaging  programs,  and  consolidated  statements  for  investments  among 
families  of  funds.  These  services  have  proven  extremely  popular  with  fund  investors, 
although  they  have  required  large  expenditures  by  funds  and  their  agents,  under- 
standably increasing  fund  expenses. 

As  noted  earlier,  available  data  regarding  mutual  fund  fee  levels  indicates  that 
front-end  sales  charges  have  declined  significantly  in  the  last  decade.  During  that 
same  period,  increased  use  of  Rule  12b-l  fees  to  finance  distribution  has  caused  av- 
erage mutual  fund  expense  ratios  to  increase.  This  evolution  from  front-end  sales 
loads  to  Rule  12b— 1  fees  shifts  the  same  distribution  dollars  from  a  shareholder  ex- 
pense to  a  fund  expense,  raising  overall  expense  ratios.  In  short,  as  long-term  indus- 
try analysts  have  observed,  mutual  fund  expenses  have  undergone  a  structural  evo- 
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lution  in  recent  years,  but  overall  prices  in  fact  have  come  down  while  the  number 
of  products  and  services  has  increased.3 

Moreover,  mutual  funds  continue  to  be  less  expensive  for  investors  than  alter- 
native financial  products  such  as  bank  collective  trusts,  wrap  accounts,  managed 
commodity  pools  and  variable  annuities.  In  addition  to  their  lower  cost,  mutual 
funds  offer  investors  efficiencies  and  advantages  over  these  other  products,  includ- 
ing, liquidity,  diversification  and  lower  minimum  investments. 

I  thank  you,  Mr.  Chairman  and  Members  of  the  subcommittee  for  this  opportunity 
to  appear  today  before  the  subcommittee  and  share  my  views. 


3See,  Steven  Savage,  C.D.A./Wicsenbergcr  A1A  Investor  News,  at  5  (February  1993). 
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APPENWX   A 

THE  FUNDS 

Proapectus  of  AIM  Investment  Securities  Fundi.  October  18,  1993 


TABLE  OF  FEES  AND  EXPENSES 

The  following  table  is  designed  to  help  in  investor  in  AIM  Adjustable  or  the  Retail  Class  of  AIM  Limited  understand  the  vin- 
ous costs  thit  the  investor  will  beir.  both  directly  and  indirectly.  The  fees  and  expenses  set  forth  in  this  table  are  based  on  the  average 
net  assets  of  AIM  Adjustable  and  AIM  Limited  for  the  fiscal  yean  ended  July  31, 1993  and  August  31. 1993,  respectively.  "Other 
expenses "  for  AIM  Adjustable  have  been  restated  to  reflect  current  expense  reimbursement  levels.  If  there  were  no  fee  waivers  or 
expense  reimbursements,  management  fees  and  other  expenses  with  respect  to  AIM  Adjustable  would  have  been  50%  and  34%, 
respectively,  for  the  fiscal  year  ended  July  3 1 . 1 993  In  addition,  the  rules  of  the  Securities  and  Exchange  Commission  require  that  the 
maximum  sales  charge  be  reflected  in  the  table,  even  thoughcertain  investors  may  qualify  for  reduced  sales  charges.  See  "The  Inves- 
tor s  Guide  to  The  AIM  Family  of  Funds*  —  How  to  Purchase  Shares." 

As  a  result  of  1 2b- 1  fees,  a  long-term  shareholder  of  the  Funds  may  pay  more  than  the  economic  equivalent  of  the  maximum 

front-end  sales  charges  permitted  bv  the  National  Assoaauon  of  Secunoes  Dealers,  Inc.  For  a  discussion  of  1 2b- 1  fees  applicable  to 

the  Funds,  see  "Management  —  Distribution  Plan." 

AIM 
Hatted 

AIM  UUU1 

Adlimblt  Clm 

Sharenolder  Transacuon  Expenses 

Maximum  sales  load  imposed  on  purchase  of  shares  (as  a  %  of  offering  price) 1.00%  1.00% 

Maximum  sales  load  on  reinvested  dividends  and  distribuuons 

( as  a  %  of  offenng  price  I  None  None 

Deferred  sales  load  f  as  a  %  of  original  purchase  pnee  or  redempuon  proceeds. 

is  applicable) None  None 

Redemption  fee  ( as  a  %  of  amount  redeemed,  as  applicable)    None  None 

Exchange  fee None*  None- 

Annual  Fund  Operating  Expenses 
( as  a  %  of  average  net  assets ) 

Management  fees 0.00%"        0.20% 

120-1  fees  0-»*  °  15* 

Otherexpenses 0_33%"        0_U% 

Total  fund  operaung  expenses 0.68%  0.46% 

'   So  fee  will  be  charged  for  exenanges  among  The  AIM  Family  of  Funds*:  however,  a  J  5  service  fee  will  be  charged  for  exchanges  bv 

accounts  of  market  timing  hrms. 
• "   After  lee  waivers  or  expense  reimbursements 

Examples.    An  investor  in  the  Funds  would  pay  the  following  expenses  on  a  J 1 .000  investment,  assuming  ( 1 )  a  5%  annual  return 
and  ( 2)  redempuon  at  the  enn  of  eacn  time  period: 

AIM 

llailnJ. 

AIM  kull 

AdlutuHe  CUM 

lyear $16  $15 

3  years $28  $25 

5  years $42  $36 

10  years $82  $67 

The  examples  shown  In  the  above  table  should  not  be  considered  to  be  an  accurate  representation  of  past  or  fu- 
ture performance,  and  actual  expenses  may  be  greater  or  lets  than  those  shown.  The  examples  assume  payment  of  a 
sales  charge  at  the  time  of  purchase,  reinvestment  of  all  dividends  and  distributions  and  that  the  percentage  amounts 
for  Total  fund  operating  expenses  remain  the  same  for  each  year. 
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WRITTEN  STATEMENT  OF  MARK  H.  WILLIAMSON 
Mutual  Funds  Group  Executive,  NationsBank  Corporation 

Introduction 

My  name  is  Mark  H.  Williamson,  and  I  am  the  Mutual  Funds  Group  Executive 
for  NationsBank  Corporation  ("NationsBank"),  a  bank  holding  company 
headquartered  in  Charlotte,  North  Carolina.  I  am  responsible  for  managing  and  co- 
ordinating the  activities  of  the  various  units  of  NationsBank  which  are  involved 
with  Nations  Fund — the  "proprietary"  mutual  fund  group  of  NationsBank,  which  is 
advised  by  NationsBank  of  North  Carolina,  N.A.,  a  wholly  owned  national  bank  sub- 
sidiary of  NationsBank  (NationsBank  of  North  Carolina").  I  am  very  pleased  to 
have  the  opportunity  to  appear  before  this  subcommittee  to  address  a  subject  of 
major  and  growing  importance  to  NationsBank,  as  well  as  the  banking  industry  as 
a  whole — the  regulation  of  bank  proprietary  mutual  fund  activities. 

NationsBank  owns  twelve  banks  located  in  eleven  states  in  the  Southeastern  and 
Mid-Atlantic  regions.  NationsBank  and  its  bank  and  nonbank  subsidiaries  presently 
have  more  than  $156  billion  in  assets,  approximately  7.6  million  retail  customer  re- 
lationships, approximately  57,000  employees,  and  one  of  the  largest  retail  bank 
branch  delivery  systems  in  the  country.  NationsBank,  based  on  aggregate  assets,  is 
currently  the  third  largest  domestic  bank  holding  company. 

NationsBank  has  become  a  banking  industry  leader  in  the  provision  of  trust  and 
investment  management  services.  NationsBank,  through  its  bank  subsidiaries,  cur- 
rently manages  or  administers  over  $60  billion  in  assets,  and  is  committed  to  pro- 
viding the  finest,  "state-of-the-art"  investment  management  and  fiduciary  services 
to  its  institutional  and  retail  customers.  In  this  regard,  it  has  become  increasingly 
apparent  to  us  (as  well  as  many  other  banking  organizations)  that  mutual  funds 
(that  is,  registered  open-end  management  investment  companies)  are  a  very  effec- 
tive and  efficient  collective  investment  vehicle  for  many  customer  needs.  Mutual 
funds,  with  features  such  as  the  ability  for  investors  to  purchase  and  sell  fund 
shares  on  a  daily  basis,  daily  pricing  of  shares  and  widely  available  reports  of  share 
prices,  enjoy  many  advantages  over  other  collective  investment  options  historically 
used  by  banks,  such  as  common  and  collective  investment  funds.  These  advantages 
have  resulted  in  a  dramatic  increase  by  banks  in  the  use  of  mutual  funds  for  the 
collective  investment  needs  of  not  only  retail  customers,  but  also  of  fiduciary  cus- 
tomers, such  as  employee  benefit  plans.  Indeed,  the  401(k)  market  for  mutual  funds 
is  one  of  the  fastest  growing  segments  of  the  business. 

Summary  Description  of  Nations  Fund 

I  have  been  specifically  asked  to  describe  the  Nations  Fund  complex,  as  an  illus- 
tration of  a  major  commercial  bank  proprietary  mutual  fund  program.  Nations  Fund 
is  a  family  of  mutual  funds  that  are  currently  sold  primarily  through  the 
NationsBank  franchise.  The  Nations  Fund  family  consists  oi  two  open-end  manage- 
ment investment  companies  which  are  registered  under  the  Investment  Company 
Act  of  1940  and  whose  shares  are  registered  under  the  Securities  Act  of  1933— Na- 
tions Fund  Trust,  a  Massachusetts  business  trust,  and  Nations  Fund,  Inc.,  a  Mary- 
land corporation.  As  the  subcommittee  is  aware,  these  forms  of  organizational  struc- 
tures are  commonly  utilized  by  mutual  funds. 

Nations  Fund  Trust  was  organized  in  May  1985,  and  Nations  Fund,  Inc.  was  or- 
ganized in  December  1983.  NationsBank,  in  effect,  "succeeded"  to  the  investment 
management  and  other  service  relationships  it  has  with  each  of  these  fund  groups 
through  the  acquisition  of  other  banking  organizations. 

Nations  Fund  Trust  and  Nations  Fund,  Inc.  (collectively,  "Nations  Fund")  consist 
of  38  separate  portfolios  (or  funds),  each  of  which  has  its  own  investment  objectives 
and  policies,  which  are  described  in  more  detail  below.  Nations  Fund  currently  has 
over  $12  billion  in  aggregate  assets  in  its  respective  portfolios  and  over  200,000 
shareholders. 

Service  Providers  to  Nations  Fund 

NationsBank  of  North  Carolina  serves  as  the  investment  adviser  to  each  of  the 
Nations  Fund  portfolios.  As  investment  adviser,  NationsBank  of  North  Carolina  is 
responsible  for  managing  the  assets  in  each  of  the  portfolios  of  the  Nations  Fund 
on  a  day-to-day  basis,  subject  to  the  ultimate  supervision  of  the  Board  of  Directors/ 
Trustees  of  the  funds.  Affiliates  of  NationsBank  provide  other  services  in  connection 
with  Nations  Fund,  such  as  custodial  and  shareholder  services. 

Stephens  Inc.  ("Stephens"),  a  registered  broker-dealer  which  is  not  affiliated  with 
NationsBank,  serves  as  the  sponsor/distributor  for  Nations  Fund.  As  sponsor/dis- 
tributor, Stephens  either  directly  distributes,  and/or  arranges  with  third  party  sell- 
ing agents  for  the  sale  of  the  shares  of  Nations  Fund.  As  the  subcommittee  knows, 
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commercial  banking  organizations,  such  as  NationsBank,  are  generally  prohibited 
under  the  Glass-Steagall  Act  from  acting  as  the  sponsor/distributor  of  a  mutual 
fund. 

Stephens,  together  with  a  co-administrator  which  is  not  affiliated  with 
NationsBank  or  Stephens,  also  provides  various  administrative  services  to  the  Na- 
tions Fund,  including,  for  example,  coordinating  and  supervising  the  various  service 
providers  used  by  Nations  Fund,  calculating  the  net  asset  value  per  share  of  each 
portfolio  and  determining  the  dividends  to  be  paid  to  shareholders. 

Mix  of  Funds  in  the  Nations  Fund  Family 

The  38  investment  portfolios  of  Nations  Fund  consist  of  three  generic  types: 
money  market  funds,  bond  funds  and  equity  funds. 

The  money  market  funds  (taxable  and  non-taxable)  generally  invest  in  short-term 
securities  and  other  instruments  sold  in  the  money  market.  These  include  Treasury 
bills,  certificates  of  deposit  of  large  banks,  municipal  securities,  and  commercial 
paper.  Money  market  fund  dividends  to  shareholders  may  be  either  taxable  or  ex- 
empt from  Federal  or  State  taxation,  depending  on  the  composition  of  the  invest- 
ment portfolio. 

The  bond  funds  invest  primarily  in  debt  securities  of  corporations  (both  U.S.  and 
abroad),  the  U.S.  Government  and  its  agencies,  and  State  and  local  governmental 
entities.  These  funds  vary  both  in  terms  of  yield  (and  the  corresponding  risk  associ- 
ated therewith)  and  tax-free  status. 

The  equity  funds  generally  invest  in  common  and  preferred  stocks  of  corporate  is- 
suers. Some  of  the  equity  funds  are  so-called  "equity-income"  funds,  which  generally 
invest  in  equity  securities  of  companies  with  consistent  dividend-paying  records. 
Others  are  so-called  "growth"  funds,  which  endeavor  to  produce  capital  gains  from 
their  investments  rather  than  dividends.  One  of  the  funds  offered  as  part  of  Nations 
Fund  is  an  international  equity  fund,  for  which  NationsBank  Panmure  Investment 
Management  Limited,  an  investment  advisory  firm  located  in  London,  which  is 
wholly  owned  by  NationsBank  of  North  Carolina,  acts  as  sub-adviser. 

This  basic  complement  of  mutual  funds  is,  of  course,  fairly  typical  for  a  national 
mutual  fund  complex,  such  as  Nations  Fund,  which  has  been  structured  to  serve 
a  broad  range  of  institutional  and  retail  customers  with  varying  investment  inter- 
ests. Nations  Fund  is  somewhat  larger  than  most  other  bank  proprietary  fund 
groups,  in  terms  of  number  of  funds  offered  and  aggregate  assets  under  manage- 
ment. The  "mix"  of  fund  categories,  however,  is  generally  comparable  to  that  of 
other  bank  proprietary  fund  programs,  although  many  bank  programs  place  a  par- 
ticular emphasis  on  money  market  and  other  fixed  income  funds.  This  is  not  sur- 
prising, given  the  usual  customer  bases  of  most  banks.  Each  bank  proprietary  fund 
group  is,  of  course,  tailored  to  meet  the  specific  needs  of  that  institution. 

Growth  of  Nations  Fund 

As  Nations  Fund  has  been  increasingly  introduced  to  a  broader  range  of  institu- 
tional and  retail  customers,  the  funds  have  grown  at  a  rapid  rate.  In  1991,  the  Na- 
tions Fund  had  a  combined  total  of  $4  billion  under  management.  Today  that  figure 
exceeds  $12  billion.  This  latter  asset  amount  consists  of  approximately  $1.7  billion 
from  retail  customers  and  $10.3  billion  from  trust  assets. 

Some  observers  have  stated  that  the  recent  dramatic  growth  of  the  mutual  fund 
industry  in  general,  and  the  bank  proprietary  mutual  fund  component  specifically, 
is  largely  attributable  to  an  influx  of  first-time  investors  who  are  shifting  their  sav- 
ings/investments from  insured  deposit  products  into  mutual  funds.  However,  a  re- 
cent study  by  the  Raddon  Financial  Group  indicates  that  only  a  small  percentage 
(8  percent)  of  holders  of  maturing  certificates  of  deposit  ("CDs")  are  converting  these 
assets  into  stocks  and  mutual  funds.  Another  recent  study,  the  Phoenix-Hecht 
study,  found  that  only  a  small  percentage  (less  than  6  percent)  of  investors  in  stock 
or  bond  funds  paid  for  the  investment  with  proceeds  from  CDs.  The  experience  at 
NationsBank  with  respect  to  retail  investors  in  Nations  Fund  generally  conform  to 
the  findings  of  these  studies. 

What  our  experience  and  these  studies  graphically  underscore  is  the  growing  need 
for  banks  to  offer  a  full  range  of  mutual  fund  products  to  their  customers,  not  only 
as  a  defensive  measure  to  prevent  customer  migration  to  other  financial  service  pro- 
viders, but  also  as  a  means  to  attract  and  serve  new  customers.  The  financial  serv- 
ices marketplace  is  undergoing  a  dramatic  metamorphosis,  driven  in  substantial 
part  by  the  changing  investment  demands  of  customers,  both  institutional  and  re- 
tail. If  banks  are  to  survive  (and  hopefully  thrive)  as  competitors  in  this  rapidly 
changing  environment,  they  must  be  able  to  offer  the  products  that  consumers  want. 
There  is  no  question  that  today  mutual  funds  are  one  of  the  most  popular  consumer 
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investment  products,  and  we  believe  that  this  will  remain  the  case  for  the  foresee- 
able future. 

Sales  of  Mutual  Funds  by  Banks 

A  large  portion  of  bank  proprietary  mutual  funds — again,  mutual  funds  that  are 
advised  by  banks  and  sold  to  bank  customers — are  actually  sold  through  subsidi- 
aries or  affiliates  of  banks  that  are  registered  as  broker-dealers  with  the  Securities 
and  Exchange  Commission  ("SEC")  and  are  members  of  the  National  Association  of 
Securities  Dealers,  Inc.  ("NASD"),  as  opposed  to  directly  by  banks  themselves.1  This 
type  of  securities  sales  approach  has  been  used  by  NationsBank  with  respect  to 
sales  of  Nations  Fund  shares.  Initially,  shares  of  Nations  Fund  were  generally  sold 
through  NationsBanc  Securities,  Inc.,  a  wholly  owned  subsidiary  of  NationsBank  of 
North  Carolina  ("NSI").  NationsBanc  Securities  is  a  registerecf  broker-dealer  with 
the  SEC  and  a  member  of  the  NASD. 

More  recently,  shares  of  Nations  Fund  have  been  sold  through  NationsSecurities, 
the  "full  service"  brokerage  joint  venture  between  NationsBank  and  Dean  Witter  Fi- 
nancial Services  Group  ( 'Dean  Witter"),  which  has  generally  succeeded  to  the  full 
service  brokerage  business  of  NSI.  NationsBank  received  approval  from  the  Office 
of  the  Comptroller  of  the  Currency  ("OCC")  for  the  joint  venture  in  April  of  this 
year.  NationsSecurities,  which  is  50  percent  owned  by  an  operating  subsidiary  of 
NationsBank  of  North  Carolina,  and  50  percent  owned  by  a  subsidiary  of  Dean 
Witter,  is  a  registered  broker-dealer  with  the  SEC  and  a  member  of  the  NASD. 
NationsSecurities  sells,  as  broker,  a  wide  variety  of  securities  and  other  investments 
products,  in  addition  to  shares  of  Nations  Fund. 

The  sales  staff  of  NationsSecurities  consists  exclusively  of  securities  professionals 
who  are  "registered  representatives"  of  NationsSecurities.  Each  salesperson  has 
been  trained,  tested  and  licensed  to  sell  various  investment  products,  including  the 
Nations  Fund,  in  accordance  with  applicable  NASD  rules.  The  sale  of  shares  of  Na- 
tions Fund  by  NationsSecurities  is  subject  to  the  same  rules  and  regulations  of  the 
SEC  and  NASD,  including  customer  protection  standards,  which  govern  every  reg- 
istered broker-dealer.  NationsSecurities,  as  an  entity  which  is  substantially  owned 
by  a  national  bank,  also  is  subject  to  extensive  regulation  by  the  OCC,  including 
the  investment  products  sales  guidelines  recently  adopted  by  the  OCC  discussed 
below. 

Sales  Practices 

NationsSecurities  has  adopted  a  number  of  preventative  measures,  including  var- 
ious disclosure  mechanisms,  to  ensure  that  customers  are  made  fully  aware  of  the 
nature  of  the  investment  products  they  purchase  and  the  risks  associated  therewith. 
These  measures  specifically  cover  sales  of  shares  of  Nations  Fund.  For  example,  at 
the  time  a  securities  account  is  opened,  a  customer  must  sign  a  written  statement 
acknowledging,  among  other  things,  that  investment  products  sold  by 
NationsSecurities:  (a)  are  not  FDIC-insured;  (b)  are  not  obligations  of  NationsBank 
or  NationsSecurities  (or  any  of  their  affiliates);  (c)  are  not  guaranteed  by 
NationsBank  or  NationsSecurities  (or  any  of  their  affiliates);  and  (d)  involve  certain 
investment  risks,  including  possible  loss  of  principal.  This  written  customer  state- 
ment also  provides  full  disclosure  of  the  relationships  among  NationsSecurities, 
NationsBank,  and  Dean  Witter. 

Moreover,  when  a  customer  indicates  an  interest  in  purchasing  shares  in  any  of 
the  Nations  Funds  to  a  NationsSecurities  registered  representative,  the  representa- 
tive, under  the  internal  sales  procedures  of  NationsSecurities,  is  required  at  that 
time  to  orally  disclose  to  the  customer  that  shares  of  the  Nations  Funds  are  not 
FDIC-insured,  are  not  obligations  of,  or  guaranteed  by,  NationsBank, 
NationsSecurities,  or  any  of  their  affiliates,  and  involve  certain  investment  risks,  in- 
cluding possible  loss  of  principal. 

Before  a  customer  completes  the  initial  purchase  of  any  shares  of  Nations  Fund, 
he  or  she  receives  a  fund  prospectus.  Consistent  with  SEC  and  OCC  mandated 
standards,  the  prospectus  conspicuously  provides  on  its  cover  page  in  boldface  type 
that  shares  of  Nations  Fund  are  not  deposits  or  other  obligations  of,  or  issued,  en- 
dorsed or  guaranteed  by,  NationsBank  of  North  Carolina  or  any  of  its  affiliates,  and 
that  such  shares  are  not  insured  by  the  U.S.  Government,  the  FDIC,  the  Federal 
Reserve  Board,  or  any  other  government  agency.  The  prospectus  also  has  cover  page 
disclosure  to  the  effect  that  Stephens  is  the  sponsor/distributor  for,  and 
NationsBank  of  North  Carolina  is  the  investment  adviser  of,  Nations  Fund. 


1  Banks  are  exempted  from  registration  as  broker-dealers  with  the  SEC,  as  well  as  with  most 
states. 
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Moreover,  each  time  a  customer  purchases  shares  of  Nations  Fund,  he  or  she  re- 
ceives a  written  confirmation  of  the  purchase.  The  confirmation  also  conspicuously 
discloses  that  the  shares  purchased  are  not  endorsed  or  guaranteed  by,  and  do  not 
constitute  obligations  of,  NationsSecurities,  NationsBank,  or  their  affiliates,  and 
that  the  shares  are  not  FDIC-insured. 

As  you  can  see,  there  is  no  paucity  of  disclosure  being  given  to  customers  as  to 
the  nature  of  an  investment  in  any  of  the  Nations  Fund  portfolios  and  the  risks  as- 
sociated with  such  an  investment,  including  that  an  investment  in  the  funds  is  not 
insured,  like  a  deposit  account.  In  fact,  one  can  debate  whether  all  of  these  some- 
what repetitious  disclosures  are  necessary  in  order  to  ensure  that  bank  customers 
understand  that  mutual  fund  investments  are  different  from  insured  deposit  prod- 
ucts. What  cannot  be  questioned  is  the  critical  need  for  bank  customers  not  to  be 
confused  as  to  the  nature  of  an  investment  in  a  mutual  fund,  as  contrasted  with 
an  insured  deposit  product.  Obviously,  it  is  in  no  one's  interest — not  the  customer, 
not  the  bank  advising  the  fund,  not  the  sponsor/distributor  for  the  fund,  nor  the  reg- 
ulators— to  have  customers  confused.  Accordingly,  all  the  interested  parties  share  a 
common  interest  in  ensuring  that  customers  appreciate  the  nature  ol  an  investment 
in  a  mutual  fund.  NationsBank  believes  that  this  common  objective  is  amply 
achieved  by  the  types  of  disclosure  practices  described  above,  as  complemented  by 
the  following  additional  "safety  and  soundness"  procedures. 

Registered  representatives  of  NationsSecurities  are  located  in  NationsBank  offices 
only  in  areas  tnat  are  separate  from  the  areas  in  such  offices  where  deposits  are 
received.  NationsSecurities  sales  areas  are  segregated  from  deposit-taking  areas 
through  the  use  of  panels,  planters  and  other  similar  means,  and  are  identified  by 
appropriate  signage.  NationsBank  tellers  do  not  give  investment  advice  to  cus- 
tomers or  engage  in  sales  of  investment  products,  including  shares  of  Nations  Fund. 

The  name  for  the  fund  family — Nations  Fund — was  primarily  selected  to  convey 
to  investors  that  the  fund  family  is  national  in  scope,  with  a  broad  and  growing 
range  of  funds.  This  name  selection  is  consistent  with  that  of  other  fund  groups 
which  incorporate  the  words  "National"  or  "Nationwide"  in  their  fund  names,  pre- 
sumably for  the  same  reason.  It  is  important  to  note  that  the  name  of  the  fund  fam- 
ily, as  well  as  each  individual  fund  in  the  family,  do  not  include  the  word  "bank" 
or  any  variation  thereof.  In  any  event,  to  avoid  any  potential  customer  confusion 
which  might  arise  because  of  the  use  of  a  fund  name  which  arguably  could  be  con- 
sidered as  being  similar  to  the  name  NationsBank,  great  care  has  been  taken  to  en- 
sure that  customers  are  not  confused  regarding  the  relationship  between 
NationsBank  and  the  funds  generally  and  the  uninsured  status  of  shares  of  the  Na- 
tions Fund  specifically.  In  this  regard,  shareholders  receive  the  numerous  disclo- 
sures described  above  to  the  effect  that  shares  of  the  Nations  Funds  are  not  FDIC- 
insured  nor  are  they  obligations  of,  or  guaranteed  by,  NationsBank,  or  any  of  its 
affiliates.  Shareholders  also  receive  disclosures  as  to  the  nature  of  the  service  rela- 
tionships of  NationsBank  subsidiaries  with  Nations  Fund  (e.g.,  that  NationsBank  of 
North  Carolina  is  the  investment  adviser  to  the  Nations  Fund  portfolios). 

The  experience  of  NationsBank  has  been  that  customers  really  do  understand  the 
disclosures  given  to  them  and  are  fully  aware  that  shares  of  Nations  Fund  are  not 
FDIC-insured  and  are  not  obligations  issued  or  guaranteed  by  NationsBank,  or  any 
of  its  affiliates.  In  fact,  I  am  not  aware  of  any  customer  complaint  received  by 
NationsBank  (or  NationsSecurities)  to  the  effect  that  the  customer  was  confused  as 
to  the  uninsured  status  of  shares  of  the  Nations  Funds. 

New  OCC  Guidelines 

NationsSecurities'  sales  practices  comply  fully  with  each  of  the  requirements  of 
Banking  Circular  No.  274  recently  adopted  by  the  OCC  ("BC-274");  in  fact,  BC-274 
in  many  respects  is  based  on  the  conditions  set  forth  in  the  OCC's  April  1993  ap- 
proval of  NationsSecurities  referenced  above.  BC-274  requires  national  banks  to  en- 
sure the  separation  of  their  retail  deposit-taking  and  retail  investment  products 
sales  functions,  and  also  requires  various  disclosures  to  be  made  in  connection  with 
the  sale  of  investment  products,  such  as  the  disclosures  discussed  above.  In  addi- 
tion, BC-274  imposes  various  duties  on  bank  management,  including  a  national 
bank's  board  of  directors,  to  establish  policies  intended  to  address  bank-related 
nondeposit  investment  sales.  BC-274  covers  all  bank -related  investment  sales  oper- 
ations, including  direct  bank  activities,  activities  of  bank  affiliates  and  subsidiaries, 
and  sales  by  unaffiliated  parties  to  bank  customers.2 


2 In  addition  to  BC-274,  the  Federal  Reserve  Board,  Federal  Deposit  Insurance  Corporation 
and  Office  of  Thrift  Supervision  have  adopted  comprehensive  guidelines  regarding  investment 
sales  by  depository  institutions  subject  to  their  respective  jurisdictions.  See  Federal  Reserve 

Continued 
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As  a  general  matter,  NationsBank  believes  that  BC-274  generally  reflects  sound 
investment  product  sales  principles.  The  guidelines  endeavor  to  protect  consumers 
by  requiring  national  banks  to  adopt  various  safeguards,  while  at  the  same  time 
providing  a  reasonable  level  of  flexibility  to  national  banks  in  meeting  the  require- 
ments contained  in  the  guidelines. 

NationsBank  does,  however,  have  some  concerns  regarding  particular  aspects  of 
the  guidelines.  For  example,  we  are  concerned  about  the  potential  for  duplicative 
and  inconsistent  regulation  under  BC-274.  In  this  regard,  BC-274  regulates  not 
only  the  activities  of  banks  and  their  employees,  but  also  registered  broker-dealers 
and  their  employees  who  sell  investment  products  through  banks  or  in  bank  offices. 
This  latter  coverage  may  be  somewhat  redundant  and  unnecessary,  given  that  the 
SEC  and  NASD  already  regulate  registered  broker-dealers,  such  as 
NationsSecurities.  For  example,  BC-274  requires  that  persons  who  sell  investment 
products  to  bank  customers  make  certain  suitability,  or  "know-your-customer,"  in- 
quiries before  selling  a  product  to  a  customer.  However,  the  NASD  rules  already  im- 
pose these  requirements  on  member  firms  and  their  salespersons.  By  now  having 
two  sets  of  agencies,  the  OCC  and  the  SEC/NASD,  applying  the  same  general  stand- 
ards, the  risk  is  created  that  these  agencies  will  apply  these  standards  in  at  best 
a  duplicative,  and  at  worst  an  inconsistent,  manner.  We  would  note,  however,  that 
at  least  to  date  this  has  not  been  a  problem. 

Proposed  Bank  Mutual  Fund  Legislation 

As  you  are  aware,  bills  recently  have  been  introduced  in  the  House  of  Representa- 
tives that  would  impose  new  requirements  on  the  sale  of  investment  products,  in- 
cluding mutual  funds,  to  bank  customers.  We  do  not  believe  that  these  bills  are  nec- 
essary, given  that  each  of  the  Federal  banking  agencies  has  issued  comprehensive 
guidelines  governing  the  sale  of  investment  products  to  bank  and  thrift  customers, 
which  already  more  than  adequately  address  the  subject  matter  covered  by  these 
bills.  Moreover,  as  discussed  albove,  the  comprehensive  regulation  of  the  SEC  and 
NASD  of  broker-dealers  and  their  registered  representatives  applies  to  a  large  por- 
tion of  bank  proprietary  mutual  fund  sales.  In  view  of  this  existing  regulation  of 
the  sale  of  investment  products  to  bank  customers,  there  simply  is  no  need  for  this 
type  of  legislation  at  this  time. 

On  the  other  hand,  NationsBank  would  be  supportive  of  appropriately  structured 
legislation  addressing  the  sale  of  investment  products  to  bank  customers,  if  that  leg- 
islation was  part  of  a  comprehensive  restructuring  of  the  current  "patchwork"  statu- 
tory and  regulatory  framework  for  the  financial  services  industry.  For  example, 
NationsBank  believes  that  the  current  restrictions  under  the  Glass-Steagall  Act  pro- 
hibiting banks  and  their  affiliates  from  sponsoring  and  distributing  mutual  funds, 
as  well  as  those  which  preclude  common  personnel  between  member  banks,  such  as 
NationsBank  of  North  Carolina,  and  mutual  funds,  are  clearly  outmoded  and  need 
to  be  repealed.  In  this  regard,  it  would  seem  appropriate  to  consider  the  functional 
regulation  of  banks'  securities  activities — to  ensure  a  "level  regulatory  playing  field" 
for  all  providers  of  a  particular  financial  services  product  ana  to  avoid  the  duplica- 
tive and  potentially  inconsistent  regulation  of  the  same  activity  by  more  than  one 
regulator.  Steps  also  need  to  be  taken  to  ensure  that  the  very  important  and  legiti- 
mate regulatory  function  of  the  state  securities  regulators  remain  complementary, 
rather  than  inconsistent,  with  the  Federal  regulatory  scheme.  NationsBank  also  be- 
lieves that  any  meaningful  reform  of  the  financial  services  industry  must  eliminate 
the  current  antiquated  restrictions  on  interstate  banking  and  interstate  branching 
which  cannot  be  justified  on  any  grounds  in  today's  environment. 

In  sum,  any  legislation  addressing  banks'  securities  activities  must  be  part  of  a 
comprehensive  legislative  initiative  to  modernize  the  outdated  regulatory  regime 
which  currently  applies  to  the  financial  services  industry.  Financial  services  regu- 
latory reform  cannot  be  done  on  a  piecemeal  basis  if  a  truly  "level  playing  field"  for 
all  financial  services  industry  participants  is  to  be  achieved. 


Board  Supervisory  Release  93-35  (June  17,  1993);  Federal  Deposit  Insurance  Corporation  Su- 
pervisory Statement  on  State  Nonmember  Bank  Sales  of  Mutual  Funds  and  Annuities  (Sept. 
29,  1993);  Office  of  Thrift  Supervision  Thrift  Bulletin  23-1  (Sept.  7,  1993). 
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STATEMENT  OF  MATTHEW  P.  FINK 
President,  Investment  Company  Institute 

I.  Introduction 

My  name  is  Matthew  P.  Fink.  I  am  President  of  the  Investment  Company  Insti- 
tute, the  national  association  of  the  American  investment  company  industry.  The  In- 
stitute's membership  includes  4,384  open-end  investment  companies  (mutual  funds), 
360  closed-end  investment  companies,  and  13  sponsors  of  unit  investment  trusts. 
The  Institute's  mutual  fund  members  have  assets  of  over  $1.9  trillion,  accounting 
for  approximately  95  percent  of  total  industry  assets,  and  have  over  38  million  indi- 
vidual shareholders. 

I  am  pleased  to  be  here  today  to  discuss  the  mutual  fund  industry  generally,  the 
regulatory  scheme  to  which  mutual  funds  are  subject  and  recommendations  for  im- 
proving the  regulation  of  mutual  funds. 

II.  Overview  of  the  Mutual  Fund  Industry 

A.  General  Description 

Mutual  funds  are  the  most  popular  and  well  known  type  of  investment  company, 
representing  approximately  86  percent  of  all  investment  company  assets.1  A  mutual 
fund  is  a  professionally  managed  pool  of  money  of  many  investors  that  is  invested 
in  a  wide  range  of  stocks,  bonds,  or  money  market  instruments,  consistent  with  the 
investment  objectives  of  the  fund.  For  many  years,  mutual  funds  concentrated  in 
common  stocks  of  American  companies.  As  recently  as  1971,  94  percent  of  industry 
assets  were  in  equity  funds.  In  contrast,  the  fund  industry  of  the  nineties  is  diversi- 
fied. Funds  today  are  distributed  among  the  three  broad  categories  of  fund  types: 
equity  funds,  bond  and  income  funds,  and  money  market  funds.  Of  the  $1.9  trillion 
in  fund  assets  as  of  the  end  of  September  1993,  bond  and  income  funds  held  $733 
billion,  stock  funds  held  $632  billion,  and  assets  of  money  market  funds  totaled  $548 
billion. 


FIGURE  1 

Distribution  of  Mutual  Fund  Assets  by  Type  of  Fund 
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Mutual  funds  are  unique  in  that  they  offer  redeemable  securities,  which  permit 
an  investor  to  sell  his  or  her  shares  back  to  the  fund  at  any  time  at  their  current 
net  asset  value.  Current  per-share  values  are  required  by  law  to  be  calculated  at 
least  daily  based  on  the  market  value  of  the  fund's  portfolio  securities.  Per-share 


1The  other  two  types  of  investment  companies  are  unit  investment  trusts  and  closed-end  in- 
vestment companies.  Unit  investment  trusts  own  a  fixed  portfolio  of  securities  until  the  matu- 
rity of  the  trust,  at  which  time  the  trust  is  dissolved  and  the  proceeds  are  distributed  to  unit 
holders.  In  contrast,  clc€ed-end  funds,  like  mutual  funds,  are  managed  on  an  on-going  basis  by 
an  investment  adviser.  The  distinguishing  feature  between  closed-end  funds  and  mutual  funds 
is  that  closed-end  fund  shares  are  not  redeemable.  Instead,  they  are  generally  traded  on  one 
of  the  major  stock  exchanges  or  in  the  over-the-counter  market. 
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values  change  as  the  values  of  the  fund's  portfolio  securities  move  up  or  down.  Mu- 
tual fund  share  purchase  and  redemption  prices  are  published  each  day  in  the  fi- 
nancial sections  of  most  major  newspapers. 

Investors  own  shares  of  the  mutual  fund,  each  of  which  is  a  security  representing 
a  proportionate  ownership  interest  in  all  of  its  underlying  securities.  Dividends,  in- 
terest and  capital  gains  produced  by  these  securities  are  paid  out  to  investors  in 
proportion  to  the  number  of  shares  owned.  Thus,  investors  who  invest  a  few  hun- 
dred dollars  get  the  same  investment  return  per  dollar  as  those  who  invest  hun- 
dreds of  thousands  of  dollars. 

B.  The  Mutual  Fund  Shareholder 

Mutual  fund  shareholders  include  individuals  and  institutions  (e.g.,  bank  trustees 
and  other  fiduciaries,  business  corporations,  retirement  plans,  insurance  companies 
and  foundations).  The  majority  of  mutual  fund  assets  (63.6  percent)  belong  to  indi- 
viduals. In  addition,  many  institutional  shareholders  own  mutual  fund  shares  on  be- 
half of  individual  investors  (e.g.,  trust  beneficiaries,  participants  in  retirement 
plans,  etc.). 


FIGURE  2 

Individual  and  Institutional 
Assets,  All  Mutual  Funds— 1992 

(billions  of  dollars  at 
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Because  mutual  funds  have  proven  to  be  a  way  by  which  middle-income  individ- 
uals and  families  can  receive  the  same  benefits  of  professional  money  management 
and  diversification  of  investments  as  wealthy  individuals,  funds  have  played  a  sig- 
nificant role  in  opening  the  securities  markets  to  millions  of  Americans.  By  1992, 
27  percent  of  U.S.  households  owned  mutual  funds.  According  to  Institute  data,  the 
number  of  individual  mutual  fund  shareholders  as  of  the  end  of  1992  was  approxi- 
mately 38.2  million;  the  median  age  of  fund  shareholders  was  46;  and  mutual  fund 
shareholders  had  a  median  household  income  of  $50,000,  average  financial  assets 
of  $114,000  (excluding  real  estate  and  assets  in  employer-sponsored  retirement 
plans),  and  an  average  of  $43,500  invested  in  mutual  funds.  A  recent  survey  found 
that  new  investors  in  equity  and  bond  and  income  funds  (i.e.,  investors  who  invested 
in  these  funds  for  the  first  time)  have  a  median  age  of  40;  median  household  income 
of  $55,000;  and  an  average  of  $41,200  invested  in  equity  and  bond  and  income 
funds. 


2  Phoenix-Hecht  Mutual  Fund  Study,  August  1993.  The  survey  focused  on  individuals  who 
made  investments  in  equity  and  bond  and  income  funds  between  July  1991  and  July  1993. 
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C.  Growth  of  the  Mutual  Fund  Industry 

1.  Facts  About  the  Industry's  Growth 

The  mutual  fund  industry  has  grown  significantly  since  the  passage  of  the  Invest- 
ment Company  Act  of  1940  from  68  funds  in  1940  to  over  4,300  funds  in  1993,  and 
from  assets  of  $448  million  in  1940  to  over  $1.9  trillion  today.  Contrary  to  reports 
that  mutual  funds  suddenly  "boomed'*  in  the  1990's,  fund  assets  instead  have  in- 
creased steadily  and  strongly  during  the  decade  of  the  1980s,  from  $95  billion  in 
1980  to  $1  trillion  in  1990. 
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FIGURE  3 

Growth  of  Mutual  Fund  Assets  from  1980  to  Present 
(billions  of  dollars) 
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2.  Factors  Contributing  to  Mutual  Fund  Growth 
a.  Capital  Appreciation 

It  is  important  to  note  that  a  significant  portion  of  the  growth  in  mutual  fund 
assets  is  attributable  to  the  capital  appreciation  of  portfolio  securities  owned  by  mu- 
tual funds  due  to  increases  in  stock  and  bond  prices.  For  example,  during  the  period 
from  January  1984  to  July  1993,  assets  of  equity  and  bond  and  income  funds  in- 
creased by  approximately  $940  bilhon,  of  which  43  percent  was  due  to  capital  appre- 
ciation of  portfolio  securities  and  the  remaining  57  percent  was  due  to  net  sales  of 
fund  shares. 
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FIGURE  4 

Components  of  Mutual  Fund  Asset  Growth 
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b.  New  Products  and  Services 

As  noted  above,  for  many  years  most  mutual  funds  invested  primarily  in  common 
stocks  of  American  companies.  But  as  investors  needs  changed  during  the  past  two 
decades,  the  mutual  fund  industry  responded  by  introducing  new  types  of  funds.  For 
example,  taxable  money  market  funds  were  developed  in  1972;  tax-exempt  money 
market  funds  were  introduced  in  1979;  and,  during  the  1980's,  international  funds, 
precious  metal  funds,  Ginnie  Mae  and  government  income  funds  were  developed. 

In  addition,  the  industry  improved  existing  services  and  created  many  new  serv- 
ices to  meet  shareholders'  needs.  These  services  include,  for  example,  the  follow- 
ing— toll-free  (800)  telephone  numbers;  24-hour  telephone  access;  touchtone  tele- 
phone access  to  account  information  and  transactions;  consolidated  account  state- 
ments; shareholder  newsletters;  shareholder  cost  basis  information;  and  enhanced 
plans  for  automatic  investments,  withdrawals  and  reinvestment  of  fund  dividends. 

c.  Retirement  Plans 

The  retirement  plan  market  has  played  an  important  role  in  mutual  fund  growth. 
Recent  data  reflect  the  popularity  of  mutual  funds  as  a  vehicle  through  which  retire- 
ment plan  assets  are  invested.  By  the  end  of  1992,  retirement  plan  assets  accounted 
for  21  percent  of  total  mutual  fund  assets. 

The  largest  share  of  the  fund  industry's  retirement  plan  assets  are  held  in  Indi- 
vidual Retirement  Account  (IRA)  assets.  At  the  end  of  1992,  mutual  funds  held  $211 
billion,  or  29  percent,  of  the  $724.7  billion  IRA  market. 
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FIGURE  5 
Shares  of  the  IRA  Market— 1992 
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In  addition,  there  has  been  a  significant  growth  in  defined  contribution  retirement 
plans,  such  as  401(k)  plans.  The  growth  oi  these  plans  has  been  dramatic.  In  1975, 
11.2  million  participants  were  covered  by  corporate  defined  contribution  plans  as 
compared  to  the  27.2  million  participants  covered  by  corporate  defined  benefit  plans. 
By  1990,  however,  approximately  38.5  million  employees  were  covered  by  corporate 
defined  contribution  plans  as  compared  to  28.8  million  employees  in  corporate  de- 
fined benefit  plans.  It  is  anticipated  that  by  the  year  2000,  corporate  defined  con- 
tribution plans  will  have  52.3  million  participants  with  assets  of  $2,258  trillion, 
while  corporate  defined  benefit  plans  will  have  29.7  million  participants  and  assets 
of  $1,847  trillion.  With  their  multiple  investment  options,  daily  pricing  and  wide 
range  of  shareholder  services,  mutual  funds  are  becoming  an  increasingly  popular 
investment  medium  for  these  plans. 
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FIGURE  6 

Private  Pension  Coverage 
(millions  of  employees) 
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Source:  U.S.  Department  ot  Labor  and  Federal  Reserve  Board.  Protections  beyond  1990  were  based  on  past  trends  and  the 
outlook  tor  the  regulatory  and  economic  environment,  reflecting  the  views  of  Department  ol  Labor  economists. 
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Private  Pension  Assets 
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Source:  U.S.  Department  of  Labor  and  Federal  Reserve  Board  Protections  beyond  1990  were  based  on  past  trends  and  the 
outlook  lor  the  regulatory  and  economic  environment,  reflecting  me  views  of  Department  ol  Labor  economists. 
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d.  Institutional  Investors 

While  the  majority  of  mutual  fund  assets  belong  to  individuals,  institutional  in- 
vestors (such  as  bank  trustees  and  other  fiduciaries,  corporations,  retirement  plans, 
insurance  companies,  and  foundations)  now  own  a  significant  portion  of  mutual  fund 
assets.  The  value  of  institutional  assets  invested  in  mutual  funds  rose  from  about 
$1.2  billion  in  1960  to  $582.7  billion  at  the  end  of  1992. 

e.  New  Channels  of  Distribution 

Historically,  mutual  funds  were  sold  primarily  by  full  service  broker-dealers. 
Today,  funds  are  offered  directly,  and  through  a  variety  of  channels,  including  insur- 
ance agents,  financial  planners,  discount  brokers,  and  most  recently,  banks.  Banks 
can  sell  both  funds  advised  by  entities  unaffiliated  with  the  bank  ("nonproprietary 
funds")  or  funds  in  which  the  bank  or  its  affiliate  acts  as  the  fund  adviser  ("propri- 
etary funds").  According  to  Institute  data,  during  the  first  six  months  of  1992,  banks 
accounted  for  14  percent  of  sales  of  equity  and  bond  and  income  funds.  Of  these 
sales,  60  percent  were  of  nonproprietary  funds,  while  40  percent  were  of  proprietary 
funds.  It  is  important  to  note  that  a  significant  portion  of  the  sales  of  proprietary 
funds  are  the  result  of  banks  investing  trust  and  custody  assets  under  their  man- 
agement in  their  proprietary  funds,  rather  than  retail  sales. 

f.  Shift  From  Direct  Investment 

Some  of  the  growth  in  the  industry  also  is  attributable  to  an  historical  trend  in 
which  investors  have  shifted  from  direct  ownership  of  individual  securities  into  own- 
ership of  mutual  funds.  This  shift  is  due  to,  among  other  things,  the  attractiveness 
of  professional  management  and  diversification  offered  by  mutual  funds. 

In  addition,  low  yields  on  bank  certificates  of  deposits  (CDs)  in  recent  years  have 
prompted  some  CD  investors  seeking  better  returns  on  their  investments  to  shift 
their  money  into  securities,  including  mutual  funds.  It  is  important  to  note  the  re- 
sults of  two  recent  surveys  in  this  area  that  show  that  CD  proceeds  play  only  a 
minor  role  as  a  source  for  investment  in  equity  and  bond  and  income  funds. 

The  first  survey  shows  that  only  8  percent  of  holders  of  recently  maturing  CDs 
moved  the  proceeds  into  stocks  and  mutual  funds.3  The  survey  also  shows  that 
those  CD  holders  who  do  move  into  stocks  and  mutual  funds  tend  to  be  in  the  high- 
er income  brackets  ($50,000  and  above)  and  have  above-average  holdings  of  liquid 
assets.  Households  in  the  lowest  income  brackets  and  with  the  smallest  liquid  asset 
holdings  are  notably  disinclined  to  shift  out  of  CDs.4 

The  second  survey  shows  that  43  percent  of  new  investors  in  equity  and  bond  and 
income  funds  between  July  1991  and  July  1993  paid  for  their  most  recent  invest- 
ment in  these  funds  from  current  income  sources,  such  as  bonuses,  cash  reserves 
or  tax  refunds.  Of  the  38  percent  of  new  investors  who  made  their  most  recent  in- 
vestment in  equity  and  bond  and  income  funds  with  the  proceeds  from  other  finan- 
cial holdings,  only  5  percent  used  proceeds  from  CDs.5 

In  addition,  contrary  to  frequent  reports,  most  of  the  "new"  money  moving  into 
mutual  funds  from  CDs  is  not  coming  from  inexperienced,  first-time  investors.  In- 
deed, preliminary  Institute  data  show  that  approximately  90-95  percent  of  the  in- 
vestors purchasing  mutual  fund  shares  are  already  mutual  fund  shareholders. 

g.  Additional  Purchases  by  Existing  Shareholders 

Much  of  the  growth  in  the  industry  is  due  to  additional  purchases  by  existing 
shareholders,  and  not  to  purchases  by  first-time  investors.  While  there  has  not  been 
an  in-depth  study  of  this  issue,  available  evidence  indicates  that  most  of  the  new 
money  going  into  mutual  funds  is  coming  from  people  who  already  own  mutual  fund 
shares. 

h.  Stringent  Regulation 

Finally,  as  described  below  in  Section  IV,  the  strict  regulatory  scheme  to  which 
mutual  funds  are  subject  has  played  a  vital  role  in  the  growth  of  the  mutual  fund 
industry.  Mutual  funds  differ  from  most  other  companies  in  that  they  are  subject 
to  detailed,  substantive  regulation.  As  a  result  of  this  regulatory  scheme,  there  is 
a  high  level  of  public  confidence  in  mutual  funds. 


3Raddon  Financial  Group  Survey,  Spring  1993.  The  survey  covers  the  six  month  period  pre- 
ceding February  1993. 

4 Specifically,  the  study  shows  that  the  median  deposit  level  for  households  that  intend  to 
move  out  of  CDs  is  $75,000,  compared  to  just  $32,500  for  households  that  intend  to  keep  their 
money  in  CDs. 

6  See  supra  note  2. 
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D.  Methods  of  Distribution  (Sales)  of  Mutual  Fund  Shares 

Mutual  fund  shares  are  generally  purchased  by  investors  in  two  ways — they  may 
be  purchased  from  a  member  of  a  sales  force  or  directly  from  a  fund.  These  two  dis- 
tribution channels  are  frequently  referred  to  as  "sales  force  distribution"  and  "direct 
marketing,"  respectively.  Most  sales  force  distributed  funds  charge  a  sales  commis- 
sion and  are  commonly  referred  to  as  "load"  funds,;6  most  direct  marketed  funds 
do  not  charge  a  commission  and,  thus,  are  usually  referred  to  as  "no  load"  funds. 


FIGURE  8 

Sales  of  Equity,  Bond,  and  Income  Funds 
by  Distribution  Method— 1992 
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III.  Economic  Role  of  Mutual  Funds 

A.  Mutual  Funds'  Role  in  the  Securities  Markets 

It  has  often  been  incorrectly  reported  that  mutual  funds,  as  a  result  of  their  sig- 
nificant growth,  now  dominate  the  U.S.  stock  market.  In  fact,  according  to  Federal 
Reserve  data  for  the  second  quarter  of  1993,  mutual  funds  held  only  9.8  percent  of 
the  nation's  $5.4  trillion  in  corporate  equities.7  While  mutual  funds  own  only  a  rel- 
atively small  percentage  of  corporate  equities,  they  play  an  important  and  positive 
role  in  the  U.S.  securities  markets.  An  analysis  of  the  1987  market  break  indicates 
that  equity  funds  are  capable  of  satisfying  a  high  volume  of  shareholder  redemp- 
tions largely  from  their  cash  reserves,  without  having  to  resort  to  a  forced  liquida- 
tion of  portfolio  securities.  Thus,  mutual  funds  are  able  to  act  as  a  buffer  or  "shock 
absorber"  in  the  marketplace,  protecting  against  sharp  stock  price  changes  that 
would  have  otherwise  occurred. 

B.  Mutual  Funds'  Role  in  the  Economy 

The  mutual  fund  industry  contributes  to  U.S.  economic  growth  through  its  effect 
on  overall  capital  formation  and  on  capital  markets.  Mutual  funds  are  an  important 
source  of  capital  for  American  business.  For  example,  mutual  funds  were  the  largest 
institutional  buyer  of  corporate  equities  in  1992,  purchasing  more  than  double  the 
amount  of  the  next  largest  purchaser — state  and  local  government  retirement  funds. 
In  particular,  the  expansion  of  aggressive  growth  and  growth  funds  has  stimulated 
the  financing  of  many  new  equity  issues  by  making  it  easier  and  cheaper  for  emerg- 


a  Under  rules  adopted  by  the  National  Association  of  Securities  Dealers,  Inc.  (NASD),  the 
maximum  sales  charge  that  a  mutual  fund  may  charge  is  8.5  percent  of  the  initial  investment 
or  the  economic  equivalent  thereof.  Included  in  the  definition  of  "sales  charge"  are:  "front-end" 
sales  charges,  which  are  payable  when  shares  are  first  purchased;  "asset-based"  sales  charges 
(commonly  referred  to  as  12b— 1  fees,  after  a  rule  under  the  Investment  Company  Act  of  1940), 
which  are  taken  out  of  a  fund's  assets  to  pay  for  distribution-related  costs;  and  "back-end"  sales 
charges,  which  are  paid  when  shares  are  redeemed. 

7  Far  bigger  shares  of  the  market  were  held  by  the  household  sector  (49.6  percent)  and  private 
pension  plans  (18.1  percent).  Flow  of  Funds  Accounts,  Federal  Reserve  Board,  at  112  (September 
17,  1993). 


93 

ing  companies  to  issue  their  stock.  In  this  regard,  more  and  more  funds  have  been 
organized  to  invest  primarily  in  securities  issued  by  smaller  companies.  For  exam- 
ple, as  of  December  1992,  there  were  at  least  57  small  company  growth  mutual 
funds  with  aggregate  assets  of  over  $19  billion.  Further,  in  1992,  mutual  funds  pur- 
chased approximately  one  quarter  of  all  corporate  bonds  issued  in  the  U.S.,  second 
only  to  life  insurance  companies. 

In  addition,  the  development  and  growth  of  money  market  funds  and  municipal 
bond  funds  have  contributed  significantly  to  the  tax-exempt  municipal  bond  market, 
helping  to  supply  money  to  build  schools,  highways,  bridges,  and  other  elements  of 
America's  infrastructure.  For  example,  over  the  past  three  years,  net  purchases  of 
municipal  securities  by  mutual  funds  have  totaled  approximately  $100.3  billion,  in- 
cluding securities  issued  to  finance  educational  facilities,  transportation  facilities, 
social  welfare  projects,  industrial  projects,  and  other  state  and  local  projects  and  ac- 
tivities. 


FIGURE  9 

Allocation  of  Mutual  Fund  Net  Purchases  of  M 

by  Use  of  Proceeds* 

unicipal  Securities 

(billions) 

1990 

1991 

1992 

Jaa-Jaa 
1993 

TOTAL: 
1990-1993  (Junel 

Education 

S2.0 

$4.5 

$6.6 

$4.9 

$18.1 

Transportation 

1.4 

2.3 

5.2 

3.1 

12.6 

Utilities  4  Conservation 

1.4 

4.5 

6.0 

3.1 

15.0 

Social  Welfare 

2.8 

5.4 

5.5 

4.5 

19.3 

Industrial  Aid 

0.7 

1.8 

1.6 

1.7 

5.9 

Other  Purooses 

12 

6.4 

10.1 

8.9 

29.5 

Total  Net  Purchases: 

$115 

$25.4 

$36.2 

$26.2 

$100.3 

Mutual  Fund  Net  Purchases 
as  %  of  Total  issued 

12.11% 

2*. 74% 

20.12% 

53.26% 

26.04% 

Sources:  Cilculioons  Dy  ICI  oiset  on  Ftoenl  Resent  ana  ICl  iia. 

5  This  data  was  derived  bv  first  developing  ratios  of  the  aiiocat:on  of  sroceeds  from  new  issues  bv  municipalities  from  Federal 
Reserve  data.  These  ratios  were  then  aooued  to  net  purcnases  or  municipal  securities  dv  mutual  funds  to  denve  estimated  net 
purcnases  ov  typeot  proiect  financed.  This  methodology  is  cased  on  Lie  assumption  that  allocation  of  mutual  fund  net  purcnases 
are  in  the  same  proportion  as  the  overall  marnet  allocation  of  these  proceeds. 


IV.  Regulation  of  Mutual  Funds 

A.  Mutual  Funds  Are  Subject  to  a  Stringent  Regulatory  Scheme 

Mutual  funds  are  subject  to  a  stringent  regulatory  scheme  under  the  Federal  se- 
curities laws.  As  noted  by  former  SEC  Chairman  Ray  Garrett,  Jr.,  "No  issuer  of  se- 
curities is  subject  to  more  detailed  regulation  than  mutual  funds."  Mutual  funds  are 
regulated  under  all  four  of  the  major  Federal  securities  laws. 

1.  Shares  of  mutual  funds  must  be  registered  under  the  Securities  Act  of  1933, 
which  requires  a  fund  to  provide  potential  investors  with  extensive  prospectus  dis- 
closures about  the  fund,  including  information  about  the  fund's  investment  objec- 
tives and  policies,  investment  risks,  and  all  fees  and  expenses.  The  Securities  Act 
also  regulates  mutual  fund  advertising. 

2.  The  distributors  of  mutual  funds  are  regulated  as  broker-dealers  by  the  SEC 
under  the  Securities  Exchange  Act  of  1934,  and  also  are  subject  to  regulation  by 
the  National  Association  of  Securities  Dealers,  Inc. 

3.  Investment  advisers  to  mutual  funds  must  be  registered  with  the  SEC  under 
the  Investment  Advisers  Act  of  1940. 

4.  Finally,  and  most  importantly,  mutual  funds  are  regulated  by  the  SEC  as  in- 
vestment companies  under  the  Investment  Company  Act  of  1940. 
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In  addition  to  regulation  under  the  Federal  securities  laws,  Subchapter  M  of  the 
Internal  Revenue  Code  requires  that  a  fund,  among  other  things,  meet  various  asset 
diversification  tests  and  distribute  90  percent  of  its  ordinary  income  annually.  Mu- 
tual funds  also  are  subject  to  NASD  requirements  in  connection  with  their  distribu- 
tion (sales)  and  advertising  activities.  Finally,  mutual  funds  are  regulated  under 
state  securities  laws. 

B.  The  Investment  Company  Act  Imposes  Detailed,  Substantive  Regulation 

The  Investment  Company  Act  is  a  model  of  effective  legislation,  drafted  by  the 
staff  of  the  SEC  and  strongly  supported  by  the  industry.  At  the  August  23,  1940 
signing  ceremony,  President  Franklin  D.  Roosevelt,  commending  this  achievement, 
stated  that,  "The  investment  trusts  have  themselves  actively  urged  that  an  agency 
of  the  Federal  government  assume  immediate  supervision  of  their  activities."9 

Unlike  the  other  Federal  securities  laws,  which  are  designed  to  protect  investors 
primarily  through  disclosure,  the  Investment  Company  Act  imposes  detailed,  sub- 
stantive requirements  and  prohibitions  on  the  structure  and  day-to-day  operations 
of  mutual  funds.  The  core  objectives  of  the  Investment  Company  Act  are  to:  (1)  in- 
sure that  investors  receive  adequate,  accurate  information  about  the  mutual  fund; 
(2)  protect  the  physical  integrity  of  the  fund's  assets;  (3)  prohibit  or  regulate  forms 
of  self-dealing;  (4)  restrict  unfair  and  unsound  capital  structures;  and  (5)  insure  fair 
valuation  of  investor  purchases  and  redemptions. 

In  order  to  achieve  these  objectives,  the  Investment  Company  Act,  among  other 
things,  prohibits  or  restricts  transactions  between  a  mutual  fund  and  affiliated  per- 
sons of  the  fund,  requires  that  mutual  fund  officers  and  employees  with  access  to 
fund  assets  be  bonded  against  larceny  and  embezzlement  and  specifies  stringent  re- 
quirements for  the  custodianship  for  mutual  fund  assets.  To  protect  investors,  the 
Act  also  requires  that  at  least  forty  percent  of  a  fund's  board  be  independent  of  the 
fund's  adviser  and  underwriter. 

One  of  the  most  important  requirements  under  the  Investment  Company  Act  is 
that  mutual  funds  must  sell  and  redeem  their  shares  at  their  current  net  asset 
value,  which  must  be  determined  at  least  daily.  The  daily  mark-to-market  require- 
ment imposes  a  discipline  upon  mutual  funds  to  which  other  financial  institutions 
are  not  subject. 

C.  The  Investment  Company  Act  Provides  the  SEC  with 
Significant  Regulatory  Authority 

While  the  Investment  Company  Act  imposes  very  strict  controls  on  mutual  funds, 
it  also  provides  the  SEC  with  broad  regulatory  authority  to  meet  new  conditions. 
Some  of  the  significant  recent  developments,  which  exemplify  the  SEC's  broad  regu- 
latory authority  include:  (1)  adoption  of  amendments  to  the  advertising  rules  to  re- 
quire the  use  of  standardized  performance  data  in  advertisements;  (2)  adoption  of 
a  two-part  registration  statement  for  mutual  funds  to  permit  the  use  of  a  simplified 
prospectus;  (3)  adoption  of  amendments  to  the  rule  governing  money  market  funds 
to  tighten  the  restrictions  on  money  market  fund  portfolios  and  to  require  disclosure 
that  these  funds  are  not  federally  insured;  (4)  adoption  of  the  fee  table  in  mutual 
fund  prospectuses,  requiring  that  investors  be  provided  with  a  uniform,  concise, 
straightforward  summary  of  all  fees  and  expenses;  and  (5)  adoption  of  a  rule  to 
allow  the  assets  of  mutual  funds  to  be  maintained  in  foreign  custody,  facilitating 
the  ability  of  mutual  funds  to  invest  in  foreign  securities. 

V.  Changes  to  Mutual  Fund  Regulation 

A.  SEC  Staff  Study  on  Investment  Company  Regulation 

The  Institute  believes  that  the  regulatory  scheme  to  which  mutual  funds  are  sub- 
ject is  working  well.  The  SEC  Division  of  Investment  Management  reached  the 
same  conclusion  in  its  comprehensive  study  of  the  existing  regulation  of  the  invest- 
ment company  industry  issued  in  May  1992. 10  In  her  transmittal  letter  submitting 
the  Study  to  the  Chairman  of  the  SEC,  then-Director  of  the  Division  Marianne 
Smythe  stated,  "We  do  not  recommend  changes  to  the  fundamental  protections  that 
have  worked  so  well  since  1940.  At  the  same  time,  we  do  recommend  changes  that 
we  believe  will  promote  investor  protection,  encourage  innovation  and  flexibility, 
and  facilitate  competition  and  capital  formation  by  removing  unnecessary  regula- 


eStatement  by  the  President  of  the  United  States  upon  signing  into  law  H.R.  10065,  Aug.  26, 
1940,  86  Cong.  Rec.  5230-31  (1940)  (Appendix). 

10 Protecting  Investors:  A  Half  Century  of  Investment  Company  Regulation,  Division  of  Invest- 
ment Management,  U.S.  Securities  and  Exchange  Commission,  May  1992  (the  "Study")- 
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tion."  The  Institute  supports  most  of  the  legislative  and  regulatory  modernizations 
recommended  in  the  Study. 

B.  The  Need  to  Ensure  Adequate  Resources  for  the  SEC 

1.  Increased  Funding  for  the  SEC 

The  SEC's  diligent  and  effective  regulation  of  the  mutual  fund  industry  has  con- 
tributed to  a  high  level  of  investor  confidence  in  the  integrity  of  the  industry.  The 
Institute  has  for  years  supported  increased  funding  for  the  SEC  (and  for  the  Divi- 
sion of  Investment  Management  in  particular),  so  that  the  highly  effective  regula- 
tion that  the  mutual  fund  industry  has  experienced  to  date  will  be  assured  in  the 
future.11 

An  examination  of  the  growth  rate  of  the  mutual  fund  industry,  as  compared  to 
the  growth  rate  of  the  SEC's  resources  devoted  to  regulation  of  the  industry,  illus- 
trates the  need  for  increased  funding  to  assure  the  SEC's  continued  ability  to  pro- 
vide effective  oversight  of  the  industry.  For  example,  from  1982  to  1992,  the  number 
of  registered  investment  companies  increased  by  133  percent  and  the  assets  under 
management  of  such  companies  increased  by  344  percent.  In  contrast,  the  staff  of 
the  Division  of  Investment  Management  grew  by  only  74  percent  over  that  period. 

Several  important  functions  of  the  SEC — such  as  the  review  of  mutual  fund 
prospectuses,  the  adoption  of  new  rules,  and  the  ability  to  bring  enforcement  ac- 
tions— could  come  under  considerable  pressure  unless  the  SEC's  resources  are  ade- 
quately increased. 

Another  important  function  that  could  come  under  increased  pressure  is  the 
granting  of  exemptive  relief  from  provisions  of  the  Investment  Company  Act.  While 
u\e  Investment  Company  Act  contains  very  detailed  provisions  and  prohibitions  gov- 
erning the  structure  and  day-to-day  operations  of  mutual  funds,  it  also  grants  the 
SEC  broad  authority  to  grant  individual  exemptions.  The  exemptive  process  has 
permitted  the  development  of  innovative  products  and  services  designed  to  meet 
changing  investor  needs.  Much  of  the  benefit  of  the  exemptive  process  hinges  upon 
the  industry's  ability  to  respond  quickly  to  changing  market  conditions  and  the 
SEC's  corresponding  ability  to  process  requests  for  exemption  in  an  expeditious 
manner.  Yet  the  time  required  for  processing  applications  will  only  increase  if  there 
are  staffing  shortfalls. 

Inspections  are  another  important  area  that  requires  adequate  funding.  SEC  staff 
inspects  mutual  funds  to  determine  the  accuracy  of  disclosure  in  registration  state- 
ments and  the  adequacy  of  compliance  with  regulatory  requirements.  To  ensure  that 
firoblems  in  the  industry  do  not  go  undetected,  SEC  staff  assigned  to  inspect  mutual 
unds  must  keep  pace  with  the  growth  of  the  industry.  In  recent  testimony  on  the 
need  for  additional  funding  for  inspections  of  mutual  funds,  SEC  Chairman  Levitt 
noted  that  "[the  SEC  has]  been  forced  to  cut  back  on  the  scope  and  frequency  of 
[the  SEC's]  investment  company  inspections.  Only  limited  annual  inspections  of 
money  market  funds,  funds  in  the  100  largest  fund  complexes,  and  some  smaller 
fund  complexes  are  possible.  Many  medium  and  smaller  fund  complexes  have  not 
been  inspected  at  all  during  the  past  four  to  five  years."12 

Additional  resources  would  enable  the  SEC  to  improve  the  efficiency  and  efficacy 
of  mutual  fund  inspections.  In  this  regard,  the  Institute  has  recommended  more  fre- 
quent examinations  of  fund  complexes  of  various  sizes  instead  of  focusing  primarily 
on  the  100  largest  complexes,  because  factors  other  than  size  may  be  more  deter- 
minative of  the  risks  involved.  Accordingly,  the  Institute  supports  Chairman  Levitt's 
request  for  resources  sufficient  to  fund  inspections  of  mutual  funds  on  the  following 
schedule:  (1)  a  comprehensive  review  of  the  100  largest  fund  complexes  over  a  two- 
year  period;  (2)  annual  inspections  of  money  market  funds-  and  (3)  comprehensive 
inspections  of  remaining  fund  complexes  every  third  year.15  The  Institute  also  rec- 
ommends that  all  new  fund  complexes  be  inspected  before  or  shortly  after  com- 
mencement of  operation. 

Ironically,  the  gap  between  the  size  of  the  mutual  fund  industry  and  SEC  re- 
sources available  to  regulate  the  industry  threatens  to  grow  despite  the  fact  that 


11  E.g.,  Letter  from  Matthew  P.  Fink,  President,  Investment  Company  Institute,  to  Senator 
Christopher  J.  Dodd,  Chairman,  Subcommittee  on  Securities,  dated  July  27,  1993;  Testimony 
of  Robert  C.  Pozen,  General  Counsel  and  Managing  Director,  FMR  Corporation,  on  Behalf  of 
the  Investment  Company  Institute,  on  Funding  Tor  the  Securities  and  Exchange  Commission, 
before  the  Securities  Subcommittee  of  the  Senate  Committee  on  Banking,  Housing,  and  Urban 
Affairs,  July  29,  1993. 

^Testimony  of  Arthur  Levitt,  Chairman,  U.S.  Securities  and  Exchange  Commission,  Concern- 
ing the  Commission's  Authorization  Request  for  Fiscal  Years  1994—1995,  before  the  Subcommit- 
tee on  Securities  of  the  Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs,  July  29, 
1993  at  4-5. 

13  Id.  at  5. 
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mutual  funds  pay  substantial  registration  fees  to  the  SEC.  For  example,  in  1992  in- 
vestment companies  paid  filing  fees  to  the  SEC  totalling  approximately  $80.9  mil- 
lion. In  contrast,  the  amount  that  the  SEC  expended  to  regulate  investment  compa- 
nies was  only  approximately  $18.4  million,  less  than  23  percent  of  the  amount  paid. 
Mutual  fund  shareholders  thus  pay  far  more  in  fees  to  the  Federal  government  than 
they  get  back  in  terms  of  Federal  regulatory  oversight.  Moreover,  Congress  recently 
passed  legislation  to  increase  the  rate  of  registration  fees  paid  by  issuers  of  securi- 
ties, including  mutual  funds,  from  1/32  of  one  percent  of  the  amount  offered  to  1/ 
29  of  one  percent.14 

The  Institute  firmly  believes  that  the  revenues  that  the  SEC  collects  from  the  en- 
tities it  regulates  must  be  used  to  assure  that  a  fully  adequate  level  of  regulation 
is  provided  by  the  SEC  for  the  protection  of  investors.  Therefore,  we  strongly  sup- 
port legislation  that  would  allow  the  SEC  to  use  revenues  generated  from  registra- 
tion fees  to  regulate  the  entities  paying  those  fees.  This  would  seem  to  be  the  Fairest 
and  most  logical  way  to  ensure  that  the  SEC  is  able  to  maintain  an  appropriate 
level  of  regulatory  oversight  over  the  mutual  fund  industry  as  it  continues  to  grow. 

2.  The  "Investment  Adviser  Oversight  Act  of  1993"  Should  Be  Enacted 

In  addition,  as  the  Subcommittee  is  aware,  the  resources  available  to  the  SEC's 
investment  adviser  program  are  woefully  inadequate.  Between  1981  and  1992,  the 
number  of  advisers  registered  with  the  SEC  increased  from  5,100  to  approximately 
18,000,  an  increase  of  253  percent.15  During  the  same  period,  assets  managed  by 
advisers  soared  more  than  1700  percent  from  $450  billion  to  $8.1  trillion.  Yet  during 
that  period  the  number  of  SEC  adviser  examiners  increased  by  only  33  percent, 
from  36  to  48  examiners,16  so  that  the  current  average  inspection  cycle  is  approxi- 
mately 30  years.17  As  SEC  Chairman  Levitt  recently  testified  before  this  Sub- 
committee, 'A  truly  effective  investment  adviser  inspection  program  would  require 
an  inspection  cycle  of  no  longer  than  three  years  for  large  investment  advisers  (as- 
sets over  $500  million)  and  those  with  higher  risk  profiles,  and  five  years  for  all 
other  investment  advisers."18 

The  Institute  has  long  supported  legislation  to  provide  additional  resources  to  the 
SEC's  investment  adviser  program.19  In  particular,  the  Institute  strongly  supports 
S.  423,  the  "Investment  Adviser  Oversight  Act  of  1993,"  reported  by  this  Commit- 
tee.20 By  imposing  an  annual  fee  on  advisers  based  on  assets  under  management, 
the  bill  would  give  the  SEC  the  resources  that  it  has  long  needed  to  supervise  in- 
vestment advisers  adequately.  The  legislation  is  important  to  ensure  investor  pro- 
tection, and  the  Institute  is  hopeful  that  it  will  be  approved  by  the  full  Senate  short- 
ly- 

C.  All  Pooled  Investment  Vehicles  Should  Be  Subject  to  Full 
Regulation  Under  the  Federal  Securities  Laws 

The  Institute  strongly  supports  the  legislative  recommendation  in  the  SEC  staff 
Study  to  repeal  the  exemption  in  the  Securities  Act  for  interests  in  bank  collective 
funds  and  insurance  company  separate  accounts  in  which  participant-directed  de- 
fined contribution  plans  invest.  This  change  would  ensure  that  participants  in  such 
plans  receive  prospectuses  containing  the  information  necessary  to  make  informed 
investment  decisions  with  respect  to  their  retirement  savings.21  In  expressing  sup- 
port for  the  staffs  recommendation,  SEC  Chairman  Levitt  recently  stated  that, 
'[Making  this  investment  decision]  can  be  an  awesome  responsibility  and  a  confus- 


14  H.R.  2519,  the  Appropriations  Act  for  Commerce,  Justice  and  State,  the  Judiciary  and  Relat- 
ed Agencies  for  Fiscal  Year  1994. 

16  See  Testimony  of  Arthur  Levitt,  Chairman,  U.S.  Securities  and  Exchange  Commission,  Con- 
cerning the  Commission's  Authorization  Request  for  Fiscal  Years  1994-1995,  before  the  Sub- 
committee on  Securities  of  the  Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs,  July 
29   1993 

[eSee  House  Rep.  103-75,  103rd  Cong.,  1st  Sess.,  at  17  (April  28L  1993). 

17 See  U.S.  Securities  and  Exchange  Commission,  "In  Brief,  Budget  Estimate  Fiscal  1993" 
(January  1992). 

"Testimony  of  SEC  Chairman  Arthur  Levitt,  supra  note  15  at  3. 

19 See,  e.g.,  Statement  of  Matthew  P.  Fink,  President,  Investment  Company  Institute,  before 
the  Subcommittee  on  Securities  of  the  Senate  Committee  on  Banking,  Housing,  and  Urban  Af- 
fairs, on  Proposals  to  Increase  Supervision  of  Investment  Advisers  (February  20,  1992). 

20 See  Letter  from  Matthew  P.  Fink,  President,  Investment  Company  Institute,  to  The  Honor- 
able Christopher  J.  Dodd,  Chairman,  Subcommittee  on  Securities,  dated  March  2,  1993. 

21  The  Study  also  recommends  that  the  Federal  securities  laws  be  amended  to  require  delivery 
of  prospectuses  for  the  underlying  investment  vehicles  to  employees  who  direct  their  retirement 
plan  investments.  While  we  strongly  support  this  change,  in  many  instances  the  issuer  of  the 
investment  vehicles  may  not  have  access  to  the  identity  of  individual  plan  participants.  There- 
fore, we  recommend  that  if  this  change  is  adopted,  it  be  clarified  that  prospectuses  can  be  fur- 
nished to  intermediaries  {e.g.,  employers),  who  will  forward  them  to  participants. 
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ing  responsibility,  and  ...  we  have  to  do  everything  possible  to  see  to  it  that  the 
particular  individual  has  a  comprehensible  series  of  alternatives,  he  understands 
what  they  are  and  what  they  mean  for  him,  and  that  he  is  not  misled  into  pursuing 
a  course  that  could  impede  his  retirement."" 
The  original  rationale  for  the  exemption  under  the  Securities  Act  was  that  these 

firoducts,  which  are  publicly  offered  securities  pools  just  like  registered  mutual 
unds,  were  sold  to  sophisticated  corporate  employers  to  finance  their  defined  benefit 
plans,  plans  in  which  the  employer  made  the  investment  decisions  and  bore  the  in- 
vestment risks.  This  is,  however,  no  longer  the  case.  Today  these  pools  are  being 
sold  to  millions  of  individual  employees  to  fund  their  401(k)  plans  and  other  types 
of  employee-directed  defined  contribution  plans — plans  in  which  employees  make  the 
investment  decisions  and  bear  the  investment  risks. 

The  decision  as  to  how  to  invest  for  retirement  may  be  the  most  important  invest- 
ment decision  that  an  individual  will  make  during  his  or  her  lifetime.  As  such,  this 
decision  is  one  as  to  which  an  employee  should  be  entitled  to  receive  the  same  de- 
gree of  disclosure,  subject  to  the  same  liability  standards,  as  he  or  she  does  with 
respect  to  other  purchases  of  securities.  Unfortunately,  due  to  the  absence  of  general 
disclosure  requirements  governing  investment  media  for  defined  contribution  plans, 
"plan  participants  get  little  information — and  what  they  do  get  is  often  unintelli- 
gible."^23 Therefore,  we  strongly  support  the  SEC  staffs  recommendation  to  repeal 
the  exemption  under  the  Securities  Act  for  bank  collective  funds  and  insurance  com- 
pany separate  accounts  used  to  fund  participant-directed  defined  contribution  plans. 
In  addition,  the  Institute  believes  that  these  investment  vehicles  should  be  re- 
quired to  register  under  the  Investment  Company  Act.  Not  only  would  this  require- 
ment further  the  goal  of  functional  regulation,  it  would  ensure  that  all  investors  in 
these  products  receive  the  full  benefits  of  the  stringent  protections  under  the  Invest- 
ment Company  Act.24 

D.  Regulatory  Modernizations  to  Accommodate  New  Entrants  and 
to  Ensure  Investor  Protection 

A  significant  portion  of  the  growth  in  the  mutual  fund  industry  is  due  to  the  entry 
of  commercial  banks  into  the  business.  The  availability  of  mutual  funds  through 
banks  has  increased  dramatically  since  1990.  Bank-sold  mutual  funds,  like  other 
mutual  funds,  are  subject  to  regulation  under  the  federal  securities  laws.  Specifi- 
cally, bank-sold  funds  must  register  under  the  Investment  Company  Act  and  shares 
of  bank-sold  funds  must  be  registered  under  the  Securities  Act.  In  addition,  many 
banks  that  sell  shares  of  mutual  funds  do  so  through  separate  broker-dealer  affili- 
ates (either  subsidiaries  of  the  bank  or  separate  affiliates  of  the  bank  holding  com- 
pany) that  are  regulated  as  broker-dealers  under  the  Securities  Exchange  Act  and 
the  Rules  of  Fair  Practice  of  the  National  Association  of  Securities  Dealers,  Inc.25 

The  current  regulatory  structure,  however,  did  not  envision  the  degree  of  involve- 
ment by  banks  in  the  mutual  fund  industry  that  exists  today — and  it  therefore  con- 
tains certain  significant  gaps.  For  example,  while  bank  subsidiaries  and  other  affili- 
ates that  advise  mutual  funds  or  sell  mutual  fund  shares  must  register  under  the 
Investment  Advisers  Act  and  the  Securities  Exchange  Act,  respectively,  banks  them- 
selves that  engage  in  these  activities  are  exempt  from  registration  under  both  Acts. 
In  addition,  the  Investment  Company  Act  does  not  contain  provisions  specifically  ad- 
dressing potential  conflicts  that  can  arise  when  banks  advise  mutual  funds. 

Moreover,  current  law  presents  impediments  to  banks  wishing  to  engage  in  the 
mutual  fund  business.  For  example,  under  current  federal  banking  law,  banks  are 

firohibited  from  underwriting  mutual  funds  and  from  having  bankers  serve  on  their 
unds'  boards. 

In  order  to  accommodate  bank  entry  into  the  mutual  fund  business  and  to  fill 
these  regulatory  gaps,  the  Institute  supports  comprehensive  reform  legislation  that 
would  grant  banks  full  mutual  fund  powers  (e.g.,  authorizing  banks  to  underwrite 
mutual  funds  and  permitting  bankers  to  serve  on  fund  boards),  eliminate  the  bank 


22 Transcript  of  Hearings  on  The  Mutual  Fund  Industry,  before  the  Telecommunications  and 
Finance  Subcommittee  of  the  House  Committee  on  Energy  and  Commerce,  pp.  73-74,  August 
5,  1993. 

23  "Cloudy  Sunset:  A  Grim  Surprise  Awaits  Future  Retirees,"  Barron's,  July  12,  1993,  8  at  34. 

24  While  the  Study  did  not  recommend  this  change,  it  admitted  that  the  "protections  provided 
by  the  Investment  Company  Act  probably  are  somewhat  greater"  than  those  applicable  to  collec- 
tive funds  and  separate  accounts.  The  staff,  however,  concluded  that  requiring  these  entities  to 
register  under  the  Investment  Company  Act  would  be  "costly  and  disruptive."  We  do  not  believe 
this  is  necessarily  true;  in  fact,  we  understand  that  many  bank  collective  funds  have  voluntarily 
registered  under  the  Investment  Company  Act  in  recent  years. 

26  Alternatively,  some  banks  enter  into  contractual  arrangements  with  independent  broker- 
dealers  under  which  the  broker-dealers  sell  securities  products  on  bank  premises. 
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exemption  from  the  definitions  of  "broker-dealer"  and  "investment  adviser,"  and  re- 
quire that  banking  organizations  conduct  all  sales  of  mutual  funds  through  separate 
broker-dealer  affiliates  subject  to  oversight  by  the  SEC  and  the  self-regulatory  orga- 
nizations (such  as  the  NASD).  Moreover,  with  respect  to  bank  mutual  fund  activi- 
ties, such  legislation  also  should  include  amendments  to  the  Investment  Company 
Act  to  address  concerns  that  might  arise  when  a  bank  serves  as  investment  adviser 
or  provides  related  services  to  a  mutual  fund.26  If  properly  crafted,  such  changes 
to  the  current  regulatory  structure  will  ensure  effective  protection  for  investors  in 
all  mutual  funds,  without  imposing  unnecessary  regulatory  burdens  on  bank  ad- 
vised funds. 

In  light  of  growing  concern  about  the  potential  for  investor  confusion  between  in- 
vestment products  offered  on  bank  premises  and  deposit  instruments,  the  federal 
banking  agencies  recently  issued  guidelines  concerning  the  retail  sale  of  bank  mu- 
tual funds  and  other  uninsured  products.27  In  order  to  assist  the  various  banking 
agencies  in  the  development  of  their  guidelines  and,  more  importantly,  to  encourage 
greater  uniformity  in  these  policies,  the  Institute  previously  had  submitted  proposed 
guidelines  to  the  banking  agencies.28 

The  Institute  believes  that,  in  the  absence  of  comprehensive  financial  services  re- 
form legislation,  these  guidelines  represent  a  necessary  interim  step.  Inevitably, 
however,  they  are  only  that — an  interim  step.  In  the  end,  investor  protection  can 
be  best  assured  if  all  participants  in  the  mutual  fund  industry  are  subject  to  the 
same  regulation,  enforced  in  the  same  manner  by  the  agency  Congress  specifically 
intended  to  protect  investors  in  securities — the  SEC.  The  underlying  purpose  of  the 
federal  securities  laws  is  to  ensure  investor  protection.  In  contrast,  banking  laws  are 
designed  to  protect  the  safety  and  soundness  of  the  country's  banking  system.  As 
former  SEC  Chairman  William  Cary  aptly  stated,  "The  great  objectives  of  banking 
regulation  are  controls  over  the  flow  01  credit  in  the  monetary  system,  the  mainte- 
nance of  an  effective  banking  structure,  and  the  protection  of  depositors.  These  ob- 
jectives neither  utilize  the  same  tools  nor  achieve  the  same  ends  as  investor  protec- 
tion."29 

Based  on  the  foregoing,  the  Institute  strongly  opposes  the  adoption  of  any  legisla- 
tion that  would  exacerbate  current  regulatory  gaps  by  granting  authority  over  bank 
securities  activities  to  the  bank  regulators  and  thereby  subjecting  some  participants 
to  inconsistent  and  conflicting  regulatory  requirements. 

E.  Recommendations  For  Regulatory  Changes 

As  noted  above,  the  Investment  Company  Act  gives  the  SEC  broad  authority  to 
adopt  rules  to  improve  existing  regulation  to  better  protect  investors.  I  would  like 
to  mention  briefly  three  regulatory  items  that  Institute  members  believe  should  be 
a  priority  for  the  SEC  in  coming  months. 

/.  Summary  Prospectus 

The  SEC  has  proposed  to  permit  the  purchase  of  mutual  fund  shares  from  a  sum- 
mary prospectus.30  Summary  prospectuses  are  intended  to  present  key  information 
about  a  mutual  fund  in  concise,  easy-to-read  format — short  enough  to  be  used  as 
an  advertisement  or  a  direct  mail  piece,  yet  sufficiently  detailed  to  permit  meaning- 
ful investment  decisions. 

Importantly,  the  SEC's  proposal  would  maintain  in  full  all  existing  investor  pro- 
tections. The  summary  prospectus  would  be  a  prospectus  under  the  federal  securi- 
ties laws.  Thus,  mutual  funds  would  be  held  liable  under  the  Securities  Act  for  any 
material  misstatement  or  omission.  In  addition,  the  SEC  proposal  would  require 


26  Amendments  to  the  Investment  Company  Act  designed  to  achieve  these  objectives  were  in- 
cluded in  both  H.R. 6,  'The  Financial  Institutions  Safety  and  Consumer  Choice  Act  of  1991," 
102d  Cong.,  1st  Sess.,  as  reported  by  the  House  Energy  and  Commerce  Committee,  and  S.  543 
"The  Comprehensive  Deposit  Insurance  Reform  and  Taxpayer  Protection  Act  of  1991,"   102a 
Cong.,  1st  Sees.,  as  reported  by  the  Senate  Banking,  Housing  and  Urban  Affairs  Committee. 

27  Federal  Deposit  Insurance  Corporation,  "Supervisory  Statement  on  State  Nonmember  Bank 
Sales  of  Mutual  Funds  and  Annuities,"  FIL-71-93  (October  8,  1993);  Office  of  Thrift  Super- 
vision, "Guidance  on  the  Sale  of  Uninsured  Products,"  TB  23-1  (September  7,  1993);  Office  of 
the  Comptroller  of  the  Currency,  "Retail  Nondeposit  Investment  Sales,"  BC-274  (July  19,  1993); 
Board  of  Governors  of  the  Federal  Reserve  System,  "Separation  of  Mutual  Fund  Sales  Activities 
from  Insured  Deposit-Taking  Activities,"  SR  93-35  (June  17,  1993). 

28 In  addition,  the  SEC's  Division  of  Investment  Management  has  issued  a  letter  requiring 
that  prominent  disclosure  be  made  on  the  cover  page  of  mutual  funds  sold  on  bank  premises 
about  the  uninsured  nature  of  a  mutual  fund  investment.  Letter  from  Barbara  J.  Green,  Deputy 
Director.  Division  of  Investment  Management,  to  Registrants,  Concerning  Bank  Sold  Mutual 
Funds,  dated  May  13,  1993. 

29 Hearings  on  SEC  Legislation,  1963,  before  a  Subcommittee  of  the  Senate  Committee  on 
Banking  and  Currency,  88th  Cong.,  1st  Sess.  20  (1963). 

30  See  Release  No.  33-6982  (March  19,  1993). 
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that  all  summary  prospectuses  contain  specified  information  about  the  fund's  invest- 
ment policies,  risk  factors,  and  all  fees  and  expenses.  Moreover,  the  prospectuses 
would  have  to  be  filed  with  the  SEC  and/or  the  NASD,  where  they  would  be  re- 
viewed to  ensure  compliance  with  the  new  rule.  Finally,  all  investors  would  continue 
to  receive  the  full  prospectus  with  the  confirmation  of  any  purchase  and  would  have 
to  be  given  the  option  in  the  summary  prospectus  of  receiving  the  full  prospectus 
before  making  any  purchase. 

While  maintaining  the  strong  investor  protections  noted  above,  the  new  summary 
prospectus  would  offer  many  benefits.  First,  the  summary  prospectus  would  provide 
information  in  a  format  that  will  make  it  easier  for  investors  to  assess  a  particular 
mutual  fund  and  to  compare  several  different  mutual  funds.  Second,  the  use  of  a 
summary  prospectus  would  provide  a  special  benefit  to  participants  in  defined  con- 
tribution retirement  plans,  where  employees  are  required  to  choose  among  a  number 
of  mutual  funds  and  other  investment  vehicles.31  Finally,  it  would  eliminate  unnec- 
essary delays  and  burdens  on  shareholders  who  today  must  go  through  two  steps 
in  purchasing  shares  of  directly  distributed  funds. 

2.  Tax-Exempt  Money  Market  Funds 

The  Institute  recommends  that  amendments  be  adopted  to  Rule  2a-7  under  the 
Investment  Company  Act  to  impose  restrictions  on  tax-exempt  money  market  fund 
portfolios  similar  to  those  adopted  for  taxable  money  market  funds  in  1991.  Specifi- 
cally, we  recommend  that  the  changes  to  the  quality  and  diversification  require- 
ments that  were  applicable  only  to  taxable  money  market  funds  also  be  adopted  for 
tax-exempt  money  market  funds.  It  is  important,  however,  that  such  changes  be  ap- 
propriately tailored  for  tax-exempt  money  market  funds,  because  the  instruments 
in  which  they  invest  differ  in  certain  respects  from  taxable  money  market  instru- 
ments.32 

3.  Multiple  Class  Rule 

The  Institute  strongly  supports  the  recommendation  included  in  the  staffs  Study 
that  the  SEC  adopt  a  multiple  class  exemptive  rule.  An  increasing  number  of  mu- 
tual fund  complexes  have  adopted  a  multiple  class  structure,  under  which  the  fund 
issues  two  or  more  classes  of  shares;  each  of  these  classes  bears  different  distribu- 
tion costs,33  but  all  represent  interests  in  the  same  portfolio  of  securities.  This  struc- 
ture offers  an  investor  the  ability  to  choose  the  financing  method  that  best  suits  his 
or  her  particular  situation.  Currently,  a  mutual  fund  must  obtain  individualized  ex- 
emptive relief  from  certain  provisions  of  the  Investment  Company  Act  in  order  to 
be  able  to  offer  this  structure. 

The  Institute  recommends  that  the  SEC  adopt  a  multiple  class  exemptive  rule  at 
the  earliest  possible  time,  in  order  to  save  scarce  resources  of  the  SEC's  Division 
of  Investment  Management  and  reduce  the  expenses  and  time  associated  with  hav- 
ing to  obtain  the  required  exemptive  relief.  As  noted  by  the  staff  in  the  1992  Study, 
"[A  multiple  class  rule]  would  simplify  the  procedure  for  creating  multiple  classes, 
saving  time  and  reducing  expenses.  Multiple  class  funds  are  a  useful  structure  that 
can  increase  investor  choice,  result  in  economies  of  scale  and  certain  efficiencies  in 
the  distribution  of  fund  shares,  and  allow  fund  sponsors  to  tailor  products  more 
closely  to  the  needs  of  investors."34 

VI.  Internationalization 

The  Institute  has  two  primary  concerns  with  respect  to  the  internationalization 
of  the  mutual  fund  industry.  First,  we  strongly  believe  that  the  U.S.  should  nego- 
tiate to  secure  better  access  for  U.S.  mutual  fund  managers  seeking  to  enter  foreign 
markets.  Second,  the  Institute  opposes  any  changes  to  the  Investment  Company  Act 
that  would  permit  foreign  funds  to  be  distributed  in  the  U.S.  without  complying 
with  the  basic  investor  protections  applicable  to  U.S.  funds. 


31  As  SEC  Commissioner  Beese  has  argued,  many  employee  participants  in  defined-contribu- 
tion  retirement  plans  may  make  ill-informed  investment  decisions,  in  part  because  "most  inves- 
tors do  not  spend  a  great  deal  of  time  reading  bulky  prospectuses  when  they  are  filled  with 
legalese."  Remarks  of  J.  Carter  Beese,  Jr.,  Commissioner,  U.S.  Securities  and  Exchange  Com- 
mission, Before  the  Investment  Company  Institute  1993  Pension  Conference  (March  30,  1993). 

32  See  Letter  from  Matthew  P.  Fink,  Senior  Vice  President  and  General  Counsel,  Investment 
Company  Institute,  to  Marianne  Smythe,  Director,  Division  of  Investment  Management,  dated 
March  25,  1991. 

33  For  example,  one  class  of  shares  may  be  subject  to  a  front-end  sales  charge  and  a  second 
class  of  shares  may  have  a  12b-l  distribution  fee  and  a  contingent  deferred  sales  charge  appli- 
cable to  redemptions  within  a  specified  number  of  years  from  date  of  purchase. 

34  See  Study,  at  332. 


100 

A.  U.S.  Mutual  Fund  Managers  Need  Better  Access  To  Foreign  Markets; 
The  "Fair  Trade  in  Financial  Services  Act  of  1993"  Should  Be  Enacted 

Foreign  investment  managers  enjoy  far  greater  access  to  the  U.S.  market  than 
that  which  is  available  to  U.S.  mutual  fund  managers  in  many  important  foreign 
markets.  Foreign  advisers  are  able  to  register  under  the  Investment  Advisers  Act 
and  sponsor  and  advise  U.S.-registered  mutual  funds.  As  of  September  22,  1993,  ap- 
proximately 321  entities  with  foreign  business  addresses  from  over  40  countries 
were  registered  under  the  Advisers  Act.  A  number  of  these  foreign  advisers  operate 
U.S.-registered  mutual  funds. 

By  contrast,  U.S.  mutual  fund  managers  have  limited  access  to  major  foreign  mar- 
kets. In  certain  markets,  such  as  Japan,  Korea  and  Taiwan,  no  U.S.  investment 
managers  sponsor  and  advise  domestic  mutual  funds.  Korea  does  not  even  allow 
U.S.  managers  to  apply  for  a  license  to  manage  mutual  funds,  Taiwan  does  not  per- 
mit a  U.S.  manager  to  establish  a  Taiwanese  fund  to  be  marketed  to  Taiwanese  in- 
vestors and  Japan  imposes  discretionary  licensing  standards  under  which  no  U.S. 
firm  has  been  granted  a  license  to  manage  Japanese  investment  trusts  (mutual 
funds). 

The  Institute  believes  that  the  U.S.  should  negotiate  to  secure  better  access  for 
U.S.  management  firms  seeking  to  enter  foreign  markets.  In  this  regard,  the  North 
American  Free  Trade  Agreement  ("NAFTA")  represents  a  significant  breakthrough 
for  U.S.  fund  managers.  Under  current  Mexican  law,  a  U.S.  investment  manager  is 
prohibited  from  managing  Mexican  mutual  funds,  and  Mexican  persons  or  entities 
must  own  the  majority  of  any  Mexican  mutual  fund  management  company.  How- 
ever, following  implementation  of  NAFTA,  U.S.  mutual  fund  managers  will  be  per- 
mitted to  sponsor,  advise  and  distribute  Mexican  mutual  funds.  Therefore,  the  Insti- 
tute strongly  urges  the  adoption  of  NAFTA.35 

In  addition,  we  believe  that  S.  1527,  the  "Fair  Trade  in  Financial  Services  Act  of 
1993,"  which  would  implement  measures  to  ensure  that  U.S.  management  firms  are 
treated  fairly  in  the  global  marketplace,  would  be  an  important  step  toward  achiev- 
ing greater  market  access.36  Finally,  we  urge  the  U.S.  representatives  to  continue 
to  push  for  other  market  access  liberalizations  for  U.S.  mutual  fund  managers 
through  ongoing  trade  negotiations,  such  as  the  GATT  Uruguay  Round. 

B.  U.S.  Investor  Protection  Standards  Should  Apply  to  Foreign  Funds 
Offered  in  the  U.S. 

Section  7(d)  requires  that  a  foreign  mutual  fund  that  wishes  to  sell  its  shares  in 
the  U.S.  comply  with  the  Investment  Company  Act.  Thus,  Section  7(d)  does  not  in 
any  way  preclude  foreign  advisers  from  establishing  U.S.-registered  mutual  funds 
and  publicly  offering  them  in  the  United  States.  In  its  Study,  the  SEC's  Division 
of  Investment  Management  recommended  that  Section  7(d)  be  amended  to  make  it 
possible  for  a  foreign  fund  to  be  offered  in  the  U.S.,  even  though  the  fund  may  not 
be  in  full  compliance  with  all  of  the  provisions  of  the  Act.  The  Institute  opposes  any 
such  change  to  the  Act  that  would  permit  a  foreign  fund  to  be  marketed  in  the  U.S. 
without  complying  with  the  same  investor  protection  standards  applicable  to  a  U.S. 
fund.  For  example,  to  avoid  conflicts  of  interest  arising  from  the  purchase  and  sale 
of  securities  or  other  property  between  a  fund  and  the  fund's  adviser,  such  trans- 
actions are  prohibited  under  the  Investment  Company  Act.  In  contrast,  these  types 
of  affiliated  transactions  are  a  common  practice  in  other  nations.  We  believe  that 
core  provisions  of  the  Act,  such  as  the  prohibitions  on  affiliated  transactions,  are 
so  fundamental  to  the  U.S.  securities  laws  that  they  should  not  be  compromised. 

VII.  Conclusion 

The  mutual  fund  industry  has  experienced  significant  change  and  growth  over  the 
past  half  century.  The  industry  has  grown  from  68  funds  in  1940  to  over  4,300  funds 
in  1993,  and  from  assets  of  $448  million  in  1940  to  more  than  $1.9  trillion  today. 
The  reasons  for  growth  include:  capital  appreciation  of  portfolio  securities,  new 
products  and  services  designed  to  meet  changing  investor  needs,  the  growth  of  the 
retirement  plan  market,  increased  investment  by  institutional  investors,  new  dis- 
tribution channels,  a  shift  from  direct  investment  to  investment  through  mutual 
funds,  and,  most  importantly,  the  stringent  regulation  imposed  upon  mutual  funds 
by  the  Investment  Company  Act  of  1940.  The  mutual  fund  industry  supported  the 
enactment  of  the  Investment  Company  Act  53  years  ago,  supports  modernization  of 


36 See  Letter  from  Matthew  P.  Fink,  President,  Investment  Company  Institute,  to  The  Honor- 
able Christopher  J.  Dodd,  Chairman,  Subcommittee  on  Securities,  dated  September  30,  1993. 

36 See  Statement  of  Matthew  P.  Fink,  President,  Investment  Company  Institute,  Before  the 
Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs  on  S.  1527,  the  "Fair  Trade  in  Fi- 
nancial Services  Act  of  1993,"  dated  October  26,  1993. 
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the  regulatory  system  today,  and  remains  committed  to  well-funded  SEC  regulation 
of  the  industry  in  the  years  ahead. 

We  thank  you  for  this  opportunity  to  present  our  views  and  look  forward  to  work- 
ing with  this  Subcommittee  on  issues  relating  to  the  mutual  fund  industry. 


TESTIMONY  OF  JOSEPH  S.  DIMARTINO 

President,  Chief  Operating  Officer  and  Director  of  The  Dreyfus 

Corporation 

I.  Introduction 

My  name  is  Joseph  S.  DiMartino.  I  am  President,  Chief  Operating  Officer,  and 
a  Director  of  The  Dreyfus  Corporation  ("Dreyfus").  I  would  first  like  to  take  this  op- 
portunity to  express  my  appreciation  to  the  Members  of  the  subcommittee  for  allow- 
ing me  to  testify  here  today.  As  one  of  the  world's  largest  mutual  fund  organiza- 
tions, Dreyfus  welcomes  the  chance  to  participate  in  an  assessment  of  the  laws  that 
regulate  our  industry.  While  we  believe  the  existing  regulatory  scheme  has  worked 
well  since  its  enactment  in  1940,  Dreyfus  supports  this  subcommittee's  efforts  in  re- 
viewing mutual  fund  regulation  in  an  effort  to  improve  investor  protection  and,  at 
the  same  time,  to  remove  burdensome  and  unnecessary  regulation.  Both  Howard 
Stein,  Chairman  of  the  Board  and  Chief  Executive  Officer  of  Dreyfus,  and  I  have 
been  in  the  forefront  in  advocating  increased  funding,  staffing,  and  enforcement  au- 
thority for  the  Securities  and  Exchange  Commission  ("SEC").  We  feel  that  only 
through  vigilant  monitoring  and  strict  enforcement  of  the  securities  laws  by  the 
SEC  can  investors  be  protected  from  unscrupulous  and  fraudulent  practices.  This 
not  only  serves  the  investing  public,  but  benefits  our  industry  as  a  whole. 

Although  there  are  a  number  of  areas  that  warrant  comment,  I  would  like  to  focus 
my  remarks  on  just  three  of  these  areas — mutual  fund  advertising,  prospectus  sim- 
plification, and  investor  education.  Before  I  begin,  let  me  tell  you  about  Dreyfus. 

II.  Description  of  Complex 

Dreyfus,  whose  principal  office  is  located  in  New  York  and  which  has  over  2,000 
employees,  serves  primarily  as  an  investment  manager  and  administrator  of  mutual 
funds  and,  through  a  wholly-owned  subsidiary,  as  distributor  of  shares  of  the  Drey- 
fus Group  of  Mutual  Funds.  As  of  September  30,  1993,  Dreyfus  managed  or  admin- 
istered approximately  $79  billion  in  assets  for  more  than  1.9  million  investor  ac- 
counts nationwide.  Dreyfus  currently  manages  or  administers  approximately  130 
mutual  fund  portfolios,  consisting  of  about  40  money  market  portfolios  (both  tax-ex- 
empt and  taxable),  about  60  bond  portfolios  (both  tax-exempt  and  taxable)  and 
about  30  equity  portfolios. 

Dreyfus  primarily  markets  its  funds  directly  to  investors  through  advertising  and 
direct  mail.  More  than  1.4  million  Dreyfus  investor  accounts  were  opened  as  a  result 
of  direct  marketing  efforts. 

III.  Mutual  Fund  Advertising  Requirements 
A.  Regulatory  Framework 

The  first  area  that  I  would  like  to  address  is  one  that  I  know  is  of  particular  in- 
terest to  the  subcommittee — mutual  fund  advertising.  Mutual  fund  advertising  is 
subject  to  extensive  regulation — both  the  content  and  scope  of  written  communica- 
tions offering  fund  shares  to  the  public  are  regulated  by  the  SEC  and  the  National 
Association  of  Securities  Dealers,  Inc.  ("NASD'O.  This  regulatory  framework  imposes 
various  restrictions  on  written  communications  that  oner  or  sell  securities  to  the 
public,  including  mutual  fund  shares.  In  general,  a  fund  proposing  to  make  a  public 
offering  of  securities  must  file  a  registration  statement  with  the  SEC.  Included  with- 
in this  registration  statement  is  a  prospectus  that  must  meet  the  disclosure  require- 
ments under  the  Federal  securities  laws.  These  laws  define  the  term  prospectus 
broadly  to  include  virtually  every  written  communication  to  investors.  This  expan- 
sive definition  is  designed  to  guarantee  that  investors  receive  all  necessary  informa- 
tion to  make  an  informed  investment  decision. 

Notwithstanding  this  broad  definition,  Congress  and  the  SEC  recognized  that 
funds  have  a  legitimate  interest  in  advertising  their  shares  and  that  it  is  imprac- 
tical to  expect  advertisements  to  include  all  ofthe  information  required  in  the  pro- 
spectus. To  provide  such  flexibility,  the  securities  laws  provide  for  three  additional 
types  of  communications  that  funds  can  make.  These  three  communications,  which 
provide  the  basis  of  all  mutual  fund  advertising,  are:  1.  Rule  134  (Tombstone)  Adver- 
tisements and  Rule  135a  (Generic)  Advertisements — these  communications  contain 
only  limited,  prescribed  information — they  are  excepted  from  the  definition  of  pro- 
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spectus  because  they  are  deemed  not  to  involve  the  offer  or  sale  of  a  security.  These 
types  of  advertisements  are  less  frequently  used  today;  2.  Rule  482  advertisements — 
these  communications  are  considered  to  be  a  type  of  prospectus  and,  therefore,  are 
subject  to  prospectus  liability.  It  is  safe  to  say  that  Rule  482  advertisements  are  the 
most  widely  used  advertisements  by  the  fund  industry,  primarily  because  they  may 
be  used  prior  to  delivery  of  a  full  prospectus  and  they  can  include  fund  performance 
information;  and  3.  Supplemental  Sates  Literature — these  communications  are  free 
to  include  any  non-misleading  fund  information,  provided  the  full  prospectus  accom- 
panies or  precedes  the  communication. 

In  addition,  NASD  members  also  must  comply  with  applicable  NASD  advertising 
rules.  Dreyfus  is  subject  to  those  rules  because  Dreyfus  Service  Corporation,  our 
wholly-owned  subsidiary  and  the  distributor  of  the  Dreyfus  Group  of  Mutual  Funds, 
is  an  NASD  member.  The  NASD  advertising  rules,  among  other  things,  require  that 
all  communications  with  the  public  must  be  based  on  principles  of  fair  dealing  and 
good  faith,  may  not  contain  exaggerated  and  unwarranted  claims,  and  may  not  be 
misleading.  All  advertisements  and  sales  material  must  be  submitted  to  the  NASD, 
whose  staff  reviews  them  for  compliance  with  applicable  SEC  and  NASD  rules. 

B.  Dreyfus  Advertising  Compliance  Procedures 

Given  the  scope  and  complexity  of  the  mutual  fund  advertising  rules,  a  number 
of  years  ago  Dreyfus  adopted  written  advertising  procedures  to  ensure  compliance 
with  the  rules.  These  procedures  outline  the  steps  that  must  be  taken  by  those  per- 
sons responsible  for  creating  our  advertising  before  any  marketing  or  sales  piece — 
whether  it  be  print,  radio,  or  television — can  be  used. 

As  I  mentioned,  the  first  step  in  this  process  is  the  development  of  the  advertise- 
ments themselves — which  is  the  primary  responsibility  of  our  marketing  and  adver- 
tising staffs.  While  the  details  oi  overall  compliance  with  the  advertising  rules  are 
left  to  our  Legal  Department,  our  advertising  and  marketing  staffs  are  required  to 
become  familiar  with  the  advertising  rules.  A  basic  understanding  of  these  rules  by 
the  advertising  and  marketing  staffs  is  critical  to  any  mutual  fund  organization  be- 
cause the  rules  regulate,  to  a  large  degree,  every  aspect  of  mutual  fund  advertising 
directed  to  the  investing  public. 

After  an  advertisement  is  created,  Dreyfus'  procedures  mandate  that  the  adver- 
tisement be  reviewed  and  approved  by  the  Dreyfus  Legal  Department.  The  adver- 
tisement must  not  only  be  checked  to  see  that  it  complies  with  applicable  SEC  rules, 
but  also  reviewed  for  compliance  with  applicable  NASD  rules.  Once  the  advertise- 
ment has  been  reviewed  and  approved  by  the  Legal  Department  in  writing,  only 
then  may  the  advertisement  be  used.  In  addition,  each  advertisement  must  be  filed 
with  the  NASD's  advertising  staff — in  accordance  with  NASD  filing  requirements — 
for  their  review. 

C.  Industry  Initiatives 

I  believe  it  is  important  to  emphasize  that  the  Investment  Company  Institute 
("ICI"),  the  mutual  fund  association  of  which  Dreyfus  is  an  active  member,  often  has 
taken  the  lead  in  recommending  that  the  SEC  or  the  NASD  revise  existing  rules 
or  adopt  new  rules  to  enhance  the  regulation  of  advertising.  For  example,  as  early 
as  1985,  the  mutual  fund  industry  recognized  the  need  for  uniform  standards  for 
advertising  non-money  market  fund  performance — money  market  funds  have  been 
required  to  calculate  their  performance  pursuant  to  a  standardized  method  since 
1980.  In  fact,  the  ICI  submitted  its  own  proposals  for  such  uniform  standards  to  the 
SEC  in  early  1986,  proposals  which  were  taken  into  consideration  by  the  SEC  in 
drafting  its  own  1986  proposal  to  establish  standardized  performance  calculations 
for  non-money  market  funds.  These  standards  were  adopted  by  the  SEC  in  1988. 

More  recently,  the  mutual  fund  industry,  through  the  ICI,  has  taken  the  initiative 
on  proposing  guidelines  on  the  use  of  mutual  fund  performance  rankings.  Ranking 
entities,  such  as  Lipper  Analytical  Services,  Inc.  and  Morningstar  Mutual  Fund  Val- 
ues, and  financial  publications,  such  as  Money  and  Barron's,  typically  group  similar 
funds  and  assign  each  fund  a  numerical  ranking  based  on  how  each  fund  performed 
compared  to  the  other  funds  in  the  group  over  various  time  periods.  For  example, 
if  there  were  50  growth  and  income  funds  in  a  particular  category,  one  fund  would 
be  ranked  number  one  and  one  fund  would  be  ranked  number  50,  for  any  given  pe- 
riod of  time.  In  recent  years,  investors  have  relied  increasingly  on  these  perform- 
ance rankings  in  deciding  whether  to  invest  or  maintain  an  investment  in  one  or 
more  funds.  The  mutual  fund  industry  believes  such  rankings  provide  a  useful 
mechanism  for  informing  investors  about  the  performance  of  a  particular  fund.  Nev- 
ertheless, in  light  of  the  growth  of  these  ranking  services,  the  industry  in  general 
and  Dreyfus  in  particular  believe  it  is  time  to  establish  clear  guidelines  that  will 
ensure  a  more  consistent  and  complete  presentation  of  rankings  in  mutual  fund  ad- 
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vertisements.  Accordingly,  in  May  of  this  year,  the  ICI  forwarded  to  the  NASD  its 
suggested  guidelines  for  the  use  of  performance  rankings  in  mutual  fund  advertise- 
ments, and  we  understand  that  the  NASD  has  submitted  draft  guidelines  to  the 
SEC.  Among  other  things,  the  guidelines  address  the  use  of  rankings  in  advertise- 
ment headlines,  disclosure  of  information  about  the  ranking,  appropriate  ranking 
time  periods,  and  the  development  of  ranking  categories. 

As  the  above  examples  illustrate,  the  mutual  fund  industry  is  a  strong  advocate 
of  appropriate  and  necessary  advertising  regulations.  Of  course,  Dreyfus  and  the 
rest  of  tne  mutual  fund  industry  recognize  that  new  issues  will  continue  to  arise 
and  that  the  SEC  and  NASD  will  have  to  continue  to  adjust  advertising  regulations 
as  events  may  warrant. 

IV.  Summary  Prospectus  Proposal/Prospectus  Simplification 

One  initiative  that  has  received  much  public  attention  recently  is  the  SEC's  "off- 
the-page"  proposal.  Under  this  proposal,  Rule  482  would  be  amended  to  permit  the 
use  of  a  summary  prospectus  that  could  contain  a  purchase  application.  The  sum- 
mary prospectus  would  be  designed  to  be  short  enough  so  that  it  could  be  used  as 
an  advertisement.  Dreyfus  strongly  supports  this  initiative  and  believes  that  it  will 
significantly  improve  the  quality  of  information  provided  to  mutual  fund  investors. 
If  adopted,  the  proposal  will  allow  investors  to  more  efficiently  and  accurately  evalu- 
ate possible  investment  choices,  and  will  help  eliminate  unnecessary  delays  and  bur- 
dens on  them. 

Direct  marketers  of  mutual  funds  such  as  Dreyfus  make  extensive  use  of  direct 
mail  and  print  media  advertising  to  market  mutual  funds  to  the  public.  In  response 
to  these  advertisements,  an  interested  investor  currently  must  endure  a  multi-step 
process  before  he  or  she  can  invest.  First,  the  investor  must  request  a  prospectus 
and  an  application  by  filling  out  a  written  request  (usually  an  advertisement  cou- 
pon) and  forwarding  the  request  back  to  the  fund  distributor,  or  the  investor  can 
telephone  the  distributor  to  request  that  these  materials  be  mailed  to  the  investor. 
Only  upon  receipt  of  these  materials  (which  may  be  days  or  weeks  later,  depending 
on  when  the  request  was  mailed  to  the  fund  and  when  the  fund  mailed  the  material 
to  the  investor)  is  the  investor  then  able  to  complete  the  fund  application  and  mail 
it  to  the  distributor.  This  multi-step  and  time  consuming  process  occurs  because  the 
securities  laws  and  regulations  governing  written  fund  advertisements  do  not  per- 
mit advertisements  to  he  accompanied  by  an  application  unless  either  the  prospec- 
tus accompanies  the  advertisement,  or  the  prospectus  was  previously  delivered.  In 
the  direct  marketing  arena,  this  is  very  expensive,  and  for  most  practical  purposes 
impossible. 

In  order  to  eliminate  these  unnecessary  costs  and  burdens,  which  fall  most  heav- 
ily on  directly  marketed  funds  and  their  shareholders,  the  SEC  proposal  would 
allow  an  investor  to  quickly  and  efficiently  respond  to  a  written  advertisement  by 
completing  and  mailing  a  fund  application  that  is  contained  in  the  advertisement 
itself.  In  order  to  accomplish  this,  however,  the  advertisement  also  would  need  to 
contain  a  "summary  prospectus"  which  sets  forth  essential  information,  including 
the  following: 

(1)  The  type  of  fund  and  its  adviser's  name; 

(2)  the  fund's  investment  objectives  and  policies; 

(3)  the  fund's  principal  risk  factors; 

(4)  material  tax  consequences  of  investing  in  the  fund; 

(5)  the  fund's  historical  performance; 

(6)  information  about  fees  and  expenses  (in  the  standard  tabular  format  currently 
used  in  prospectuses); 

(7)  description  of  any  restrictions  or  charges  affecting  redemption;  and 

(8)  material  legal  proceedings. 

These  items  form  the  core  information  about  a  mutual  fund  investment  that  would 
allow  investors  to  make  informed  and  prudent  investment  decisions.  The  informa- 
tion provided  would  be  concise  and  easy  to  read  and,  for  certain  items,  would  be 
in  a  standardized  format.  All  of  this  would  make  it  easier  for  investors  to  compare 
the  costs,  benefits  and  risks  of  different  mutual  funds. 

The  important  benefits  resulting  from  adoption  of  the  SEC's  proposal  would  be 
reflected  in  a  document  that  fully  maintains  the  existing  regulatory  structure  that 
serves  to  protect  the  investing  public.  In  addition  to  specific  disclosure  require- 
ments, the  summary  prospectus  would  have  the  same  legal  status  as  a  full  prospec- 
tus, and  would  therefore  c>e  subject  to  the  same  liability  provisions  of  the  Federal 
securities  laws  which  prohibit  false  or  misleading  statements,  or  fraud.  The  sum- 
mary prospectus  would  have  to  be  filed  with  the  SEC  and/or  the  NASD.  Further, 
all  investors  would  continue  to  receive  the  full  prospectus  with  the  confirmation  of 
the  purchase.  In  addition,  the  summary  prospectus  would  be  required  to  contain  a 
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box  that  investors  could  check  and  then  mail  to  the  distributor  to  request  the  full 
prospectus  before  investing. 

Dreyfus  believes  that  the  proposed  summary  prospectus  would  be  especially  well- 
suited  for  defined  contribution  retirement  plans,  which  have  witnessed  phenomenal 
growth  in  recent  years.  Under  these  plans,  such  as  a401(k)  Plans,"  employees  them- 
selves are  required  to  choose  among  a  number  of  mutual  funds  and  other  invest- 
ments for  purposes  of  investing  their  retirement  funds  in  a  way  that  meets  each 
employee's  goals  and  needs.  However,  when  faced  with  a  stack  of  lengthy 
prospectuses  filled  with  sophisticated  "legalese,"  some  employees  may  make  less 
than  fully  informed  investment  decisions  or,  worse,  decide  not  to  participate  in  the 
program  at  all,  thwarting  the  original  legislative  intent  to  encourage  individuals  to 
plan  for  their  retirement. 

The  purpose  of  a  fund's  prospectus  is  to  provide  an  investor  with  full  and  complete 
disclosure  regarding,  among  other  things,  the  fund's  fees,  investment  objectives  and 
policies,  level  of  risk,  investment  adviser,  and,  of  course,  how  to  buy  and  sell  fund 
shares.  In  order  to  present  this  disclosure  effectively,  prospectuses  must  be  written 
in  a  plain-English,  user-friendly"  manner.  Unfortunately,  however,  for  various  rea- 
sons prospectuses  can  be  primarily  legal  documents  which,  in  many  cases,  are  full 
of  arcane  information  that  is  not  easily  understood  by  the  average  investor.  Our 
goal  as  an  industry  should  be  to  provide  shareholders  with  a  readable  document 
without  depriving  them  of  essential  information;  by  doing  so,  we  increase  investor 
knowledge  and  confidence  which,  ultimately,  can  only  help  our  industry  by  improv- 
ingthe  investor's  ability  to  make  an  informed  investment  decision. 

The  mutual  fund  industry  has  been  struggling  with  this  problem  for  more  than 
10  years.  In  1983,  in  response  to  concerns  that  prospectuses  were  becoming  too  long 
and  complicated,  the  SEC  adopted  Form  N-1A,  the  registration  form  for  mutual 
funds,  which  consists  of  three  parts:  a  simplified  prospectus,  a  statement  of  addi- 
tional information  that  must  be  provided  to  investors  upon  request,  and  other  infor- 
mation that  must  be  filed  with  the  SEC  but  not  delivered  to  investors.  When  Form 
N-1A  was  first  proposed,  the  SEC  stated  its  belief  that  investors  would  be  better 
served  if  they  were  provided  with  a  prospectus  that  was  substantially  shorter  and 
simpler  so  that  only  matters  of  fundamental  importance  to  the  mutual  fund  investor 
are  included  in  the  prospectus. 

We  still  continue  to  struggle  with  this  problem.  Prospectuses  have  become  longer, 
more  complex  and  less  understandable  to  the  average  investor.  One  of  the  reasons 
for  the  new  complexity  of  prospectuses  is  the  explosion  of  new  investment  tech- 
niques and  strategies  available  to  mutual  funds.  In  response  to  these  new  invest- 
ment techniques,  regulators  have  tended  to  require  detailed  technical  disclosure,  in- 
cluding discussions  of  risk  factors  regardless  of  how  remote  they  may  be.  One  exam- 
ple concerns  repurchase  transactions,  which  generally  involve  the  sale  of  a  security 
to  a  fund  and,  within  a  short  period  of  time,  the  repurchase  of  that  security  by  the 
original  seller.  While  we  would  agree  that  it  is  necessary  to  define  generally  what 
repurchase  transactions  are  and  to  describe  briefly  how  the  fund  intends  to  use 
them,  we  question  the  need  for  the  boiler-plate  "legalese"  that  has  found  its  way 
into  the  prospectus — information,  which  I  submit,  is  more  than  any  average  investor 
needs  or  wants  to  know  about  repurchase  transactions. 

The  SEC  has  recognized  the  need  for  reform.  In  1988,  in  an  effort  to  provide  in- 
vestors with  a  better  understanding  and  comparison  of  fund  expenses  and  sales 
charges,  the  SEC  amended  Form  N-1A  to  require  a  table  near  the  front  of  the  pro- 
spectus describing  these  charges.  In  1990,  the  SEC  staff,  in  a  comment  letter  ad- 
dressed to  all  registrants,  encouraged  funds  to  review  their  registration  statements 
to  identify  any  specific  areas  where  existing  disclosure  could  be  simplified.  More  re- 
cently, the  SEC  adopted  rules  requiring  funds  to  provide  the  name  of  the  person 
primarily  responsible  for  managing  the  fund  and  a  simplified  table  of  financial  infor- 
mation, showing  among  other  things,  annual  percentage  gain  or  loss.  In  addition, 
funds  must  provide  in  their  prospectus  or  annual  report,  in  a  simple,  easily  under- 
standable format,  a  discussion  oi  exactly  how  the  fund  has  performed  and  the  fac- 
tors and  strategies  that  had  a  material  impact  on  that  performance. 

I  strongly  believe  that  the  SEC's  summary  prospectus  proposal  represents  another 
major  step  forward  in  this  process  of  prospectus  simplification.  Ii  enacted,  it  will 
meaningfully  protect  and  promote  the  public  interest. 

V.  Investor  Education 

Dreyfus  recognizes  the  responsibility  it  has  to  educate  consumers  about  mutual 
funds.  In  fact,  Dreyfus  wants  to  be  known  as  a  place  where  the  average  consumer 
can  receive  advice  and  guidance  on  the  intricacies  of  mutual  fund  investing.  Dreyfus 
feels  that  the  more  informed  investors  are,  the  better  equipped  they  will  be  to  make 
an  investment  decision  that  is  right  for  them.  This  is  a  benefit  to  not  only  the  inves- 
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tor,  but  to  Dreyfus  as  well.  We  feel  that  a  well-informed  investing  public  is  an  asset 
to  Dreyfus  and  to  our  industry.  In  this  light,  we  make  every  effort  to  see  that  inves- 
tors not  only  understand  the  benefits  associated  with  mutual  fund  investing,  but 
also  the  attendant  risks. 

To  help  consumers  in  their  decision-making  process,  we  provide  information  in  a 
variety  of  ways.  Fund-specific  Dreyfus  sales  materials,  such  as  print  media  adver- 
tisements and  other  printed  direct  marketing  materials,  prominently  disclose  the  in- 
formation which  is  material  to  the  particular  fund.  If  we  provide  investors  with  the 
information  they  need  to  make  a  determination  of  whether  the  fund  is  an  appro- 
priate investment  and  whether  they  can  understand  and  bear  the  risks  associated 
with  that  investment,  then  we  feel  we  have  done  our  iob.  Dreyfus  also  makes  avail- 
able a  variety  of  educational  materials  in  the  form  of  printed  brochures  and  news- 
letters, as  well  as  more  personal  individualized  investment  services,  all  of  which  are 
a  part  of  Dreyfus'  overall  commitment  to  providing  investors  with  proper  advice  and 
guidance.  Among  those  materials  distributed  are  Dreyfus  brochures  concerning  bond 
and  stock  mutual  fund  investing,  several  guides  on  topics  such  as  personal  financial 
planning,  financial  planning  strategies  for  seniors,  estate  planning,  and  tax-exempt 
investing,  and  a  series  of  brochures  provided  by  the  ICI  on  topics  such  as  money 
market,  bond  and  equity  fund  investing,  dollar-cost  averaging,  and  college  and  re- 
tirement planning.  Many  of  these  subjects,  and  others,  are  addressed  in  a  Dreyfus 
newsletter,  Letter  From  The  Lion,  periodically  distributed  to  all  Dreyfus  sharehold- 
ers. For  instance,  a  recent  newsletter  discussed  college  financing  and  mortgage  refi- 
nancing alternatives,  and  accompanying  this  issue  was  a  special  edition  of  the  news- 
letter which  highlighted  the  recent  Federal  tax  law  changes.  Also  available  from 
Dreyfus  is  a  newsletter  authored  by  the  company's  chief  economist  which  presents 
his  current  views  on  the  United  States  and  foreign  economies. 

Dreyfus'  Retirement  Plans  Division  also  utilizes  a  variety  of  printed  and  audio 
visual  educational  materials  targeted  specifically  for  the  retirement  and  benefits 
markets.  Some  of  these  materials  include  brochures  specifically  for  401(k)  plan  par- 
ticipants, while  other  brochures  and  a  newsletter  speak  more  broadly  to  retirement 
planning  generally.  Several  videos  are  also  shown  to  401(k)  participants  as  well  as 
to  individuals  seeking  direction  in  managing  a  lump-sum  distribution. 

In  addition,  Dreyfus  offers  two  free  investment  analysis  programs  on  a  more  per- 
sonal level.  The  first  is  an  individual  investment  review  service  designed  to  assist 
investors  in  finding  a  suitable  mix  of  investments  for  their  financial  situation.  By 
completing  a  detailed  questionnaire  tailored  to  elicit  a  comprehensive  overall  picture 
of  the  investor's  current  financial  situation,  the  investor  receives  an  investment  allo- 
cation recommendation  suitable  to  his  or  her  particular  circumstances.  Individual 
investors  can  also  gain  specific  assistance  by  requesting  a  rollover  decision  analysis, 
a  system  designed  to  help  investors  determine  what  to  do  with  a  lump  sum  distribu- 
tion. By  again  completing  a  detailed  questionnaire,  the  investor  receives  a  specifi- 
cally tailored  analysis  which  will  help  the  investor  estimate  the  impact  of  various 
rollover  decisions.  Since  the  inception  of  each  service  in  1992,  approximately 
120,000  consumers  have  received  an  investment  allocation  review  and  approxi- 
mately 7,000  consumers  have  received  a  rollover  decision  analysis. 

Finally,  Dreyfus  has  sponsored  a  nationwide  series  of  educational  investor  work- 
shops at  which  both  Dreyfus  and  other  independent  financial  experts  gave  presen- 
tations on  securities  investing.  At  these  workshops,  investors  also  had  the  oppor- 
tunity to  meet  one-on-one  with  a  Dreyfus  Investment  Consultant  for  additional 
counseling.  Dreyfus  has  conducted  5  workshops  in  Chicago,  San  Francisco,  Boston, 
Atlanta  and  Los  Angeles,  and  a  total  of  approximately  7,600  persons  have  attended. 
Plans  for  additional  workshops  are  in  development. 

Overall,  we  believe  that  these  efforts  directed  at  educating  investors  about  mutual 
funds  are  consistent  with  many  of  the  ideas  which  I  have  previously  discussed.  For 
instance,  our  support  for  the  simplified,  summary  prospectus  lies  not  in  the  desire 
to  provide  less  information,  but  to  provide  investors  with  more  pertinent  informa- 
tion in  an  easily  understandable  format.  As  I  believe  the  foregoing  discussion  shows, 
Dreyfus  understands  the  importance  of  a  well-educated  investing  public  and  will 
continue  its  efforts  in  this  regard. 

VI.  Conclusion 

In  closing,  it  has  been  my  privilege  to  appear  before  you  today  to  share  Dreyfus' 
views  on  these  matters.  As  a  leader  in  the  mutual  fund  industry,  Dreyfus  realizes 
how  important  it  is  to  assess  periodically  the  laws  that  regulate  our  industry  and 
to  make  improvements  in  those  laws  to  ensure  that  the  average  investor  can  con- 
tinue, with  renewed  confidence,  to  rely  on  mutual  funds  as  a  significant  investment 
vehicle. 
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